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External Resources for Development 


and International Capital Markets 
Stanley W. Black* 


onsideration of the role of external resources in economic develop- 

ment requires analysis of both their use and their availability. 

The first part of this article considers the use of external resour- 

ces in development, from the point of view of their role in the 
economy in relation to domestic resources and from the perspective of 
the conditions in domestic financial markets that are conducive to the 
appropriate use of external resources. The second part discusses the 
availability of external resources from international capital markets 
based on recent data and projections in the light of current international 
economic conditions. 


Use of External Resources in Development 


Primacy of Domestic Savings. In a study that most international 
economists found hard to accept, Feldstein and Horioka analyzed the 
tendency for domestic saving to be the main determinant of domestic 
investment in industrial countries.! They showed that international dif- 
ferences in the ratio of investment to gross national product (GNP) were 
closely related to differences in saving rates, concluding that "nearly all of 
incremental saving remains within the country of origin". This finding was 
highly controversial, as it appeared to contradict widespread evidence of a 
high degree of international capital mobility. 

In 1776 Adam Smith had no doubt that the primary source of invest- 
ment funds must be domestic savings. According to Smith, "all the neces- 
saries and conveniences of life which (a nation) annually consumes...must 
depend upon the proportion...of those who are annually employed in useful 
labour (which)...is everywhere in proportion to the quantity of capital stock 


* Georges Lurcy Professor of Economics, University of North Carolina at Chapel Hill. 
1. Martin Feldstein and Charles Horioka, "Domestic Savings and International Capital Flows", Economic 
Journal, vol. 90 (1980), pp. 314—329. 4 
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which is employed in setting them to work...". And "As the capital of an 
individual can be increased only by what he saves from his annual revenue 
or his annual gains, so the capital of a society...can be increased only in the 
same manner"? 

Recently, numerous studies have sought to confirm or deny this 
relationship and to assess its relevance to developing countries. Three main 
lines of argument have developed. First, it has been argued that high 
mobility of financial capital may be consistent with low mobility of real 
capital, as represented, for example, by foreign direct investment.? Thus, 
real returns to investment may differ widely across countries even though 
spreads on borrowing in international capital markets may be much nar- 
rower. It has been pointed out: "Some Government obligations, for example, 
command a world market, whereas small businessmen must borrow from 
those who know them and have some legal redress against them if the debts 
are not paid".* 

Second, it has been suggested that the Feldstein-Horioka correlations 
may be spurious, since common factors such as high growth rates tend to 
raise both saving and investment. Third, it has been argued that govern- 
ment policies may react to minimize current account imbalances, thereby 
inducing high correlation between domestic savings and investment. By 
reducing the volume of capital flows, such policies would perpetuate the 
differences in real returns across countries. 

One study found that the correlation between national saving and 
investment ratios extends to developing countries that normally borrow in 
private international capital markets and, in weaker form, to those which 
primarily rely on official foreign aid flows for external finance.? This was 
true even after allowing for common factors affecting both variables. More 
recently, it has been shown that external imbalances of industrial countries 
were much larger, in relation to GNP, during the gold standard period than 
during the postwar period. Therefore, the correlations between saving and 
investment ratios were lower during the gold standard period. This could 
be interpreted as showing either higher capital mobility during the gold 
standard period or more intensive use of government policy to reduce 
imbalances in the postwar period. In any case, these research findings 
strongly suggest that capital mobility is insufficient to reduce large dif- 
ferences in real returns to capital in different countries. 





2. Adam Smith, The Wealth of Nations, Book I and Book II (New York: Random House, 1937). 

3. Michael Dooley, Jeffrey Frankel, and Donald Mathieson, International Capital Mobility: What Do the 
Saving-Investment Correlations Tell Us?, Staff Papers, vol. 34 (Washington, D.C.: International Monetary 
Fund, 1987), pp. 503—530. 

4. Gottfried Haberler, Prosperity and Depression, 5th ed. (New York: Atheneum, 1963), p. 423. 

5. Dooley, Frankel and Mathieson, op. cit. 

6. Tamim Bayoumi, Saving-Investment Correlations, Staff Papers, vol. 37 (Washington, D.C.: Interna- 
tional Monetary Fund, 1990), pp. 360—387. 
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Domestic Financial Markets. These findings have several implica- 
tions for developing countries. First, and most obviously, domestic savings 
are the most important source of investment funds. Second, capital flows 
that do respond to differences in real rates of return should be encouraged. 
To achieve the first objective, viz., the encouragement of domestic savings, 
development of the domestic financial market is of primary importance. 

It has been shown effectively that inflation tends to be inversely 
correlated with the development of the financial sector in developing 
countries as measured by the ratio of bank deposits to GNP (see Table 1).” 
As is well known, the Asian developing countries have been among the most 
successful in the world in controlling inflation, regrettably not without 
exceptions. 


Table 1: Inflation and Financial Intermediation 





(Percentages) 
Inflation M2/Gross Domestic Product 
1980—1985 1985 

Four very high-inflation countries 

Argentina 342 13 

Brazil 148 10 

Peru 99 16 

Turkey : 37 24 
Four high-inflation countries 

Colombia 22 20 

Chile 19 19 

Philippines 19 19 

Sri Lanka 15 36 
Three low-inflation countries 

Venezuela 9 47 

Pakistan 8 38 

India 8 44 
Seven very low-inflation countries 

China, People's Republic of 2 47 

Myanmar 2 32 

Ethiopia 3 38 

Thailand 8 59 

Malaysia 3 66 

Singapore 3 88 

Jordan 4 115 





Source: Jacques J. Polak, Financial Policies and Development (Paris: Organisation for Economic 
Co-operation and Development, 1989), Table 3.1. 





7. Jacques J. Polak, Financial Policies and Development (Paris: Organisation for Economic Co-operation 
and Development, 1989). 
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The maintenance of a positive real rate of interest on deposits and 
loans is essential for the normal operation of the domestic financial market. 
Otherwise, funds cannot be allocated to their best and highest use by the 
price mechanism. According to Table 2, most Asian developing countries 
have succeeded in that objective. 

In the absence of positive real interest rates, credit will be rationed 
by factors other than price, and the most productive investments will only 
be carried out by chance. Under these conditions, it has been suggested 
that somewhere between one third and two thirds of total investment will 
be wasted, in the sense of yielding less than its potential.9 Table 3 shows. 
that countries with negative real interest rates have suffered both lower 
growth of capital and lower growth of productivity than countries with 
positive real interest rates, presumably because of inefficient use of capital. 


Role of Foreign Savings. The neoclassical theory of international 
capital movements states that capital moves internationally to equalize 
rates of return on investment. Feldstein and Horioka's evidence suggests 
that any such tendency is very gradual indeed.? The gradual nature of the 


Table 2: Interest Rates and Inflation, 1989 
(Percentages) 








Deposit Rate Loan Rate Inflation 





Bangladesh 12.00 16.00 4.6 
China, People's Republic of 16.3 
India 16.50 6.2 
Indonesia 18.60 21.70 5.9 
Korea, Republic of 10.00 11.25 5.7 
Malaysia 7.00 2.3 
Myanmar 1.50* 8.00? 9.0* 
Nepal 8.50 15.00 8.8 
Pakistan 5.7 
Philippines  . 14.13 11.5 
Sri Lanka. 16.43 13.17 11.6 
Thailand 9.50 15.00 6.4 


a 1986 data. Inflation rate for July 1990, 18.3 per cent. 
Source: International Monetary Fund, International Financial Statistics (Washington, D.C.). 


8. Polak, op. cit. 
9. Feldstein and Horioka, op. cit. 
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Table 3: Financial Repression and Growth 








(Percentages) 
Growth of Contribution of 
Potential Fy oe eg ee re NE AEN! 
Gross Domestic : Total Factor 
Product Capital Labor Productivity 
Countries with 
Positive real interest rates 
1975-1982 6.1 3.4 1.2 1.5 
1983—1989 5.9 2.7 1.0 2.2 
Moderately negative 
real interest rates? 
1975-1982 4.4 2.8 1.6 - 
1983-1989 2.9 1.2 1.5 0.2 
Strongly negative 
real interest rates 
1975-1982 2.4 2.2 1.5 -1.3 
1983-1989 1.6 0.7 1.4 -0.5 





a Range -5 to 0 per cent. 
b Range Jess than —5 per cent. 


Source: International Monetary Fund, World Economic Outlook (Washington, D.C., October 1990), 
Table 17. 


/ 
t 


process does not, however, argue against the desirability of international 
capital flow. Indeed, the implied significant disparities in rates of return 
enhance its value. 

But after eight years of an international debt crisis, one must be clear 
about the conditions for successful foreign borrowing. À healthy domestic 
financial market with a realistic exchange rate and positive real interest 
rates is a prerequisite. Otherwise, private investors responding to the 
perverse incentives offered will almost immediately find a way to ensure 
that the foreign exchange equivalent of foreign borrowing will flow out, 
preventing the accomplishment of a net capital inflow.!? This is inde- 
pendent of the profitability of the investment to be undertaken. 

First, consider the incentives offered by an overvalued exchange rate. 
To begin with, imports are subsidized and exports are penalized. The 


10. Polak, op. cit. 
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structure of the economy is distorted in favor of producing non-traded goods 
and consuming traded goods. Next, in anticipation of the coming devalua- 
tion, capital flight is encouraged and subsidized by the low price of foreign 
exchange. The accumulation of domestic debt, soon to be devalued, becomes 
artificially attractive. 

Second, even an interest rate above the current domestic rate of 
inflation may not be sufficient to allocate savings efficiently, if a devalua- 
tion is anticipated. For borrowers who factor in the expected future infla- 
tion may still face a negative real rate of interest. In such circumstances, 
capital flight is overwhelmingly attractive. 


Fiscal Restraint. An important element in the ability to service 
external debt is the fiscal position of the government. Most early analyses 
of the sustainability of external debt positions relied on the proposition that 
the ratio of debt to exports will fall if the non-interest current account 
surplus, as a percentage of exports, exceeds the difference between the 
interest rate on debt and the growth rate of export revenues.!! The origin 
of the debt crisis was explained by a reversal of the difference between the 
growth rate of export revenues and the cost of borrowing from positive in 
the 1970s to negative in the 1980s. 

The implied solution of the debt crisis then has a domestic side, raising 
the current account surplus, and an external side, lowering interest rates 
on debt and achieving an adequate rate in world economic growth. Such 
analyses proved overoptimistic because they failed to take account of the 
government financing problem. Ninety per cent of long-term developing 
country debt is government-guaranteed. Therefore, its repayment depends 
on the government's ability to finance its debt service. 

One study derives the relevant sustainability condition in this.case.!? 
The ratio of government debt to GNP will fall if the non-interest govern- 
ment surplus, as a percentage of the debt, exceeds the difference between 
the interest rate and the growth rate of real GNP. Since many large debtors 
were not satisfying this condition, they were unable to mobilize sufficient 
resources to continue to pay the debt service, regardless of conditions in 
world markets. 

The implied solution of the debt crisis in this case depends on achiev- 
ing a government budget surplus, reducing interest rates, and raising the 
growth rate of GNP. Table 4 is instructive.!? Large fiscal deficits, combined 


11. William Cline, International Debt and the Stability of the World Economy (Washington, D.C.: 

Institute for International Economics, 1983). 

12. Olivier Blanchard, Jean-Claude Chouraqui, Robert P. Hagemann and Nicola Sartor, The Sus-- 
tainability of Fiscal Policy: New Answers to an Old Question, Economic Studies, vol.15 (Paris: Organisa- 

tion for Economic Co-operation and Development), pp. 7-36. 

18. See also Helmut Reisen, Public Debt, External Competitiveness, and Fiscal Discipline in Developing 

Countries, Princeton Studies in International Finance, no. 66 (1989). 
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Table 4: Characteristics of Different Debtor Groups 
(Percent Change) 





With Debt Without Debt 
Servicing Problems Servicing Problems 


1982-1986 1987-1989 1982-1986 1987-1989 











Broad Money 66.0 184.7 23.4 20.4 
Inflation 67.4 180.4 9.9 12.0 
Fiscal Balance? —6.2 —8.8 —4.4 —4.1 
Capital Formation? 19.7 19.7 28.0 28.7 
Export Volume 0.6 5.8 7.8 14.0 
Real Gross Domestic Product 1.6 2.0 6.6 6.3 
Debt Service? 34.1 29.7 17.8 16.9 





a Percent of GDP. 
b Per cent of exports. 


Source: International Monetary Fund, World Economic Outlook (Washington, D.C., October 1990), 
Tables A5, A7, A11, A18, A19, A24 and A49. 


with slow growth and high inflation, convinced both domestic and foreign 
creditors of governments that default in one form or another was inevitable. 
Neither had any incentive to continue lending under such conditions. 


Debt Relief. The adoption of the Brady Initiative for debt reduction 
has offered significant opportunities for improvement in the sustainability 
of external debt positions of middle-income borrowing countries.!* Accord- 
ing to the Bank for International Settlements, the Brady Initiative provides 
up to $35 billion to collateralize a variety of options for creditors.!? In the 
case of Mexico, whose negotiations took a full year to complete, some $48.5 
billion of bank debt was mostly converted into collateralized bonds with a 

: lower face value or lower interest rate. Other agreements with the Philip- 
pines, Morocco, Costa Rica and Venezuela bring the total face value of debt 
renegotiated to some $72 billion. The reduction in value of debt is about 
$14 billion, while the effect of reduced interest payments is estimated as 
equivalent to a further reduction of $11 billion, for a total of $25 billion. 
About $8 billion, or 23 per cent, of the available funds have now been 





14. On 10 March 1989 U.S. Treasury Secretary Nicholas F. Brady called for the adoption of an enhanced 
international debt strategy involving "greater efforts to achieve both debt and debt service reduction". 
See International Monetary Fund, IMF Survey (Washington, D.C., 20 March 1989), p. 90. 

15. Bank for International Settlements, 1990 Annual Report (Basle, Switzerland, April 1990), 
pp. 154-157. 
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committed. Extrapolating, up to $315 billion of debt could conceivably be 
renegotiated in this way, leading to a potential reduction of $109 billion in 
debt outstanding, before taking into account the increased debt to official 
creditors. By comparison, the total external bank debt of countries with 
recent debt-servicing difficulties was $309 billion at the end of 1990, 
according to the International Monetary Fund.19 

The debt of small low-income countries to official creditors, some $119 
bilion at the end of 1990, has been rescheduled through Paris Club 
negotiations on more generous terms, particularly since the Toronto sum- 
mit agreement to relax the terms of reschedulings.!? 

Whether these debt reduction initiatives will restore the creditworthi- 
ness of the borrowers depends on their impact on the sustainability 
measures indicated earlier. The reductions in interest rates and debt 
outstanding are directly beneficial but cannot succeed without the required 
government fiscal restraint. 


International Capital Market in the 1990s 


Market Segmentation. The neoclassical concept of a single world 
capital market conflicts with reality. The Smith-Feldstein-Horioka 
paradigm suggests instead a group of separated national markets, into 
which external capital will flow if attracted by sufficiently high returns and 
not repelled by sufficiently repellent policies. 

In many cases, individual capital exporters enter the market only if 
they intend to invest in particular projects or countries. This is most 
obvious in the case of official suppliers of bilateral grants and loans but 
applies equally well to business firms engaged in foreign direct investment. 
The market for medium-term bank loans and bond issues is perhaps more 
homogeneous but still involves significant interest rate differentials ac- 
cording to the creditworthiness of the borrower. Thus at a minimum, one 
must divide the market into categories of foreign direct investment, official 
grants and loans, medium-term lending, and trade credit. On the side of 


16. International Monetary Fund, World Economic Outlook (Washington, D.C., October 1990), 
Table A47. 

17. At the 14th annual economic summit meeting in Toronto, Canada on 21 June 1988, the heads of state 
or government of seven major industrial nations reached "consensus on rescheduling official debt (of the 
poorest countries that are undertaking internationally approved adjustment programs) within a 
framework that allows official creditors to choose among concessional interest rates usually on shorter 
maturities, longer repayment periods at commercial rates, partial write-offs of debt-service obligations 
during the consolidation period, or a combination of these options". See International Monetary Fund, 
IMF Survey (Washington, D.C., 27 June 1988), p. 222. For details, see International Monetary Fund, 
"Paris Club Implements Menu Approach for Low-Income Countries", IMF Survey (Washington, D.C., 3 
April 1989), pp. 103—104. 
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the borrowing countries, it has been found useful to distinguish among net 
creditor countries, official borrowers, market borrowers, and those with 
recent debt-servicing difficulties. 


Supply of Funds. Major factors affecting the world economic out- 
look include the outbreak of war in the Persian Gulf and the oil embargo, 
the slowdown in economic activity in the industrial countries, the turmoil 
in Eastern Europe and the Soviet Union as their economies and political 
systems undergo liberalization, and the response of developing countries 
to the Brady debt reduction initiative. Table 5 reflects the effects of these 
factors on current account surpluses and deficits, excluding the Gulf war. 

According to the projection for the United States, the slowdown in 
economic growth, together with the cumulative effect of the dollar deprecia- 
tion and reduction in the fiscal deficit relative to GNP, is expected to result 
in a lower external deficit during 1990—1991 than in the recent past. But 
in other industrial countries, surpluses are expected to narrow or deficits 
widen. In particular, the Japanese external surplus is shrinking as a result 
of several years' rapid growth in domestic demand and appreciation of the 
yen. Germany's surplus is also shrinking notably due to strong increases 
in all sectors of domestic demand as a result of unification with the former 
East Germany. In other industrial countries, recent rapid growth in 
Western Europe, together with higher oil prices, has significantly enlarged 
external deficits. 


Table 5: Current Account Balances 








($ billion) 

1982-1986 1987-1989 1990 1991 

Industrial Countries —86.5 —63.2 -95.8 | —-100.8 
United States —82.5 —133.7 ~97.0 —99.7 
Japan 39.5 74.6 47.5 55.8 
Germany 15.3 50.5 48.9 38.4 
Other —8.8 —54.6 —95.3 -95.3 
Developing Countries —44.8 -9.4 —4.8 —10.9 
Net Creditors 10.4 13.1 27.0 24.8 
Net Debtors —55.2 —22.5 —81.7 —85.7 





Source: International Monetary Fund, World Economic Outlook (Washington, D.C., October 1990), Tables 
A30 and A33. Figures for 1990 and 1991 are projections. 
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The net effect of these developments in industrial countries should 
tighten the supply of funds to developing country borrowers, except for the 
fact that developing country creditor countries, notably the oil exporters, 
are generating increased surpluses. Furthermore, the Eastern European 
countries are less able to borrow until they complete the reorganization of 
their markets. This is expected to permit the borrowing countries to 
increase their demands on credit markets in 1990—1991. In fact, Euro- 
dollar interest rates in London were falling during most of 1990. Spreads 
paid by developing countries were declining as well. 

Net debtor developing countries are expected to obtain increased 
external financing in 1990—1991, after several years of enforced external 
constraints (see Table 6). Net external borrowing, particularly bank bor- 
rowing, is expected to recover in 1990—1991 from the depressed levels of 
the previous three years. This includes borrowing from both official sources 
and commercial banks. In addition, direct investment is expected to in- 
crease significantly. Among others, U.S. firms have stepped up their in- 
vestment abroad, particularly in Latin America and the Far East. 
According to the June 1990 survey by the U.S. Department of Commerce, 
U.S. firms’ overseas affiliates plan to increase their capital spending in 
developing countries from an average of $7.33 billion during the 1987-1989 
period to an average of $12 billion a year in 1990 and 1991. 


Table 6: External Financing of Net Debtors 
($ billion) 





1982-1986 1987-1989 1990 1991 





Deficit? 69.7 39.7 48.2 51.9 
Official Transfers” 15.7 18.6 16.8 16.9 
Direct Investment 10.1 15.9 22.0 22.7 
Asset Transactions? —19.5 —13.2 -14.9 -12.0 
Use of Reserves 3.9 -15.4 -87.8 —83.7 
Net External Borrowing 59.5 33.7 62.0 58.1 

Memo 
Official Borrowing 33.6 23.5 36.9 45.0 
Bank Borrowing 24.0 -3.9 29.4 22.8 


Exceptional Finance? 36.5 44.8 26.0 7.8 


Excluding official transfers. 

Including SDR allocations. 

Including errors and omissions; reflects capital outflows. 
Arrears and rescheduling. 


f 
Source: International Monetary Fund, World Economic Outlook (Washington, D.C., October 1990), Table 
l A40. Figures for 1990 and 1991 are projections. 


fL. C m. ig 
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These developments are undoubtedly due in significant part to the 
new debt strategy embodied in the Brady Initiative. A number of Latin 
American countries have successfully re-entered the credit markets during 
the past year, including Mexico and Venezuela, while Chile and the Philip- 
pines have attracted portfolio investment. Other important borrowers have 
been the People's Republic of China, Indonesia and Republic of Korea. At 
the same time, the volume of arrears and rescheduling is declining. 

Table 7 provides the available data through August 1990, indicating 
a substantial rise in lending to developing countries. As usual, the lion’s 
share of the funds goes to industrial countries. However, developing 
countries have returned to the market in a significant way. Eastern 
European countries have been forced to pull back from the market. 

These positive developments should not be allowed to obscure the 
difficulties faced by those countries which have not yet succeeded in 
negotiating debt reduction, those which have not yet faced up to the 
problem, and those in sub-Saharan Africa whose debts to official lenders 
exceed any realistic estimate of ability to pay. Nor should it be forgotten 
that in many cases the increased financing is simply being used to pay the 
higher costs of imported oil. Table 8 shows the oil trade balances underlying 
the projections in Table 6. 

Furthermore, the banks which have heretofore borne a large share of 
the risk in the world capital markets are no longer in a position to do so. 
The U.S. banks have been weakened by defaults on loans to developing 
countries, leveraged buyouts and real estate development. Japanese banks 
have been burdened with increased capital requirements and serious 
declines in asset values in the equity and property markets. German banks 


Table 7: Borrowing on International Capital Markets 
($ billion) 





January-August 
1987 1988 1989 1989 1990 





OECD Area 350.2 413.8 426.5 284.0 241.2 
Developing Countries 26.3 22.5 21.6 13.2 18.6 
Eastern Europe 3.7 4.7 4.8 3.2 1.1 
Other 12.7 12.6 13.6 8.7 11.3 
Total 392.9 435.5 466.5 309.1 272.2 








Source: Organisation for Economic Co-operation and Development, Financial Market Trends (October 
1990), p. 8. 


12 Asian Development Review 


Table 8: Projected Oil Trade Balances 








($ billion) 
1989 1990 1991 
Industrial Countries -115.1 —140.7 ~156.6 
Developing Countries 99.2 112.3 123.3 
Fuel Exporters 122.1 143.1 161.2 
Non-fuel Exporters -22.9 —80.8 -37.9 
Manufactures —19.8 —26.6 —32.1 
Primary Products -2.3 -2.6 -2.9 
Other —0.8 -1.6 -2.9 


Source: International Monetary Fund, World Economic Outlook (Washington, D.C., October 1990), Tables 
A32, A36 and A37. 


are heavily engaged in expansion in both Eastern and Western Europe. 
Therefore, the projections in Table 6 should be seen as subject to substan- 
tial uncertainty, apart from the Gulf war. 


Effect of the Oil Price Increase. The International Monetary Fund 
has estimated the impact on the world economy of a 40 per cent increase 
in the price of oil occurring in August 1990, approximately the same 
magnitude as the increase that actually occurred between the end of 1989 
and 1990. The simulated effects, summarized in Table 9, show an increase 
in consumer prices in the industrial countries of 0.25 per cent in 1990 and 
0.75 per cent in 1991. Short-term interest rates increase about 0.75 per 
cent, real gross domestic product (GDP) decreases 0.5 per cent, and the 
current account deteriorates by 0.2 per cent of GNP, all in 1991. These 
negative factors appear to have been important contributors to the current 
recessionary environment in the United States, where unemployment has 
climbed one percentage point and industrial production has fallen 2 per 
cent between June and the end of 1990. 

Among the developing countries, the simulation shows the fuel ex- 
porters benefiting strongly, while exporters of primary products lose al- 
most 1 per cent of GDP in 1991 and exporters of manufactured products 
lose about 0.5 per cent of GDP. Since the terms of trade of primary product 
exporters deteriorate more than those of the exporters of manufactured 
products, the required decline in their import volumes is larger. The 
current account of the net creditor developing countries is estimated to 
“my by $11 billion in 1990 and $38.6 billion in 1991. 


f 
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Table 9: Effect of Oil Price Increase 








(Percentages) 
1990 1991 
Industrial Countries 
Real GDP —0.2 -0.5 
Short-term interest rate 0.5 0.8 
Consumer prices 0.3 0.8 
Current account? —0.1 —0.2 
Developing Countries 
Fuel Exporters 
Real GDP 2.0 4.5 
Terms of trade 11.3 26.6 
Import volume 4.1 12.9 
Current account” 2.3 3.5 


Exporters of Primary Products 


Real GDP —0.4 —0.9 
Terms of trade ~1.7 —3.6 
Import volume -2.1 -4.3 
Current account” -0.3 —0.4 


Exporters of Manufactures 


Real GDP —0.2 —0.4 
Terms of trade -1.3 —3.0 
Import volume -1.5 —8.3 
Current account? —0.2 —0.3 





. 8 As percentage of GDP. 
b As percentage of exports. 


Source: International Monetary Fund, World Economic Outlook (Washington, D.C., October 1990), Tables 
7 and 8. 


It should be noted that the 1990 and 1991 projections incorporate an 
oil price increase from $18 per barrel at the end of 1989 to $26 at the end 
of 1990, which is roughly the same order of magnitude as the simulated 
increase. Thus, the increased external financing referred to in Table 6 will 
in significant part pay for the increased cost of imported oil, as shown in 
Table 9. 
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Conclusion 


The economic environment in the years ahead is fraught with uncer- 
tainty. Higher oil prices, the Gulf war, economic and political reform in 
Eastern Europe, economic slowdown in the industrial countries, renegotia- 
tion of debt burdens, weakened financial institutions, and stalled trade 
negotiations make for difficult times ahead. Nevertheless, the policies that 
make sense in normal times are even more appropriate in difficult times. 

Maintenance of positive real rates of interest and realistic exchange 
rates, together with sustainable fiscal positions, are at the top of the list. 
The mutually agreed downward adjustment of excessive debt burdens in 
exchange for collateralized repayment schedules should follow. External 
debt reduction can assist, but cannot substitute for, domestic reforms. 

To return to the theme with which this article began, the primary 
source of funds for domestic capital accumulation is domestic savings. 
Since mobility of real capital between countries appears to be relatively 
low, the mobilization of external resources to exploit significant differen- 
tials in rates of return has the potential to add significantly to domestic 
welfare. The realization of this potential depends on the maintenance of 
appropriate policies and the elimination of excessive debt burdens. 


Domestic Resource Mobilization in 


Developing Asia: Four Policy Issues 
Maxwell J. Fry* 


n a neoclassical world, intertemporal utility maximization ensures 

that each household plans its consumption expenditures optimally 

over its life cycle. Saving is simply the residual between that optimal 

consumption stream and the household's income path. Under such 
ideal conditions, there are no policy issues. In the real world, however, 
there are at least four major obstacles to this utility-maximizing outcome: 
(i) financial market imperfections, often aggravated by government; (ii) 
misguided fiscal policies, particularly with respect to deficit financing; (iii) 
overpopulation, since children can provide a substitute for saving for old 
age in some societies; and (iv) foreign debt buildup, since each developing 
country faces an upward sloping supply of foreign saving. This means that 
unrestrained foreign borrowing can result in a country-specific risk 
premium that is too high from the social welfare viewpoint. 

This article starts by reviewing recent trends in saving behavior. Of 
particular note is the fact that, whereas saving and investment as propor- 
tions of gross national product (GNP) have fallen in all regions of the world 
since 1982, the rate of economic growth has actually risen in Asian develop- 
ing economies. This phenomenon is examined with the use of a standard 
growth-accounting framework. The article then turns to the four market 
imperfections listed above. It examines the two important deterrents to 
national saving, population growth and foreign debt. It explains how, by 
raising the population dependency ratio, a high population growth rate 
reduces household saving in two distinct ways and then elucidates why 
government and government-guaranteed foreign debt encourages capital 
flight which can completely reverse the capital inflows that create this form 
of foreign indebtedness. 


* Tokai Bank Professor of International Finance and Director of International Finance Group, Univer- 
sity of Birmingham. 
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National saving consists of private and government sector saving. A 
higher government deficit reduces national saving directly. However, as 
the article subsequently emphasizes, a higher government deficit can also 
reduce national saving indirectly by discouraging private saving. A higher 
government deficit can deter private saving through ancillary government 
measures of financial repression. Hence, the article then examines the 
relationship between financial conditions and domestic resource mobiliza- 
tion. It ends with a brief discussion of the policy conclusions that might be 
drawn from this survey. 


Recent Trends in Saving and Economic Growth 


Over the past two decades, world saving as a proportion of world - 
income has fallen. A comparison of the periods 1968-1981 and 1982-1988 
illustrates this worldwide decline in saving ratios:! (i) saving in countries 
of the Organisation for Economic Co-operation and Development (OECD) 
has fallen from 25 to 20 per cent of GNP; (ii) developing country saving has 
fallen from 25 to 22 per cent of GNP; and (iii) Asian developing country 
saving has declined marginally from 27.9 to 27.5 per cent of GNP. One 
important reason for the worldwide decline in saving is rising government 
deficits: up from 3.5 per cent in the period 1977—1981 to 5.1 per cent in the 
period 1982-1987.2 

Globally, the decline in saving has to be matched by an equal decline 
in investment. In fact, saving and investment ratios have fallen in all 
geographical regions of the world since 1982, but least in Asia. As world 
saving has shrunk, so the world real interest rate has risen from 2 per cent 
during the period 1972-1981 to 5.5 per cent in the period 1982-1990. With 
no signs of a reversal in the declining trend in global saving and the 
immediate saving-reducing impacts of the war in the Gulf, reunification of 
Germany, reconstruction of Eastern Europe, and deliberate current ac- 
count-reduction policies being implemented by Japan; Republic of Korea; 
and Taipei, China, the costs of foreign borrowing can be expected to rise 
still higher in the early 1990s.3 

Asia's saving ratio of 27.5 per cent over the period 1982-1988 can be 
compared with a saving ratio of 17.7 per cent in Africa, 25.8 per cent in 
developing Europe, 23.1 per cent in the Middle East, and 17 per cent in the 


1. Bijan B. Aghevli, James M. Boughton, Peter J. Montiel, Delano Villanueva and Geoffrey Woglom, The 
Role of National Saving in the World Economy: Recent Trends and Prospects, Occasional Paper 67 
(Washington, D.C.: International Monetary Fund, March 1990), pp. 9 and 36-37. 

2. International Monetary Fund, International Financial Statistics: 1990 Yearbook (Washington, D.C.), 
p. 156. . 

3. References to Taipei, China are to the island of Taiwan. 
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developing countries of the West Hemisphere. Superior performance in 
domestic resource mobilization, however, is not the main explanation for 
the Asian success stories. Where Asia really stands out from the other 
regions of the world is not in saving and investment behavior but in its rate 
of economic growth. All other regions of the developing world experienced 
substantial reductions in their growth rates between 1976-1981 and 1982- 
1988. The Asian developing economies averaged growth in real GNP of 5.8 
per cent over the period 1975-1981, rising to 7.3 per cent over the period 
1982-1988. 

Given the relatively similar investment ratios between geographic 
regions of the developing world, the relatively high growth in Asia cannot 
be explained by higher saving and investment. What these economies 
achieved was more efficient use of the factors of production, labor and 
capital. While the additional output produced by an extra unit of invest- 
ment between 1976-1981 and 1982-1988 fell in all other developing 
regions, it rose from 0.20 to 0.26 in Asia. Whether this higher incremental 
output/capital ratio (IOCR) is associated with higher returns to invest- 
ment or to the capital stock in Asia is examined later in this article. 

Further insight into the contribution of efficiency in the use of a 
country's factors of production, its capital stock and labor force, as well as 
in the allocation of investible funds to augment the capital stock can be 
gleaned through the simple growth-accounting framework which decom- 
poses the rate of economic growth into the contributions of capital and 
labor. Growth which cannot be attributed to either capital or labor factor 
inputs is attributed to increases in "total factor productivity", the general 
improvement in the efficiency with which these factors of production are 
used. 

Table 1 shows the contributions of capital, labor and total factor 
productivity to growth in selected Asian developing economies over the 
period 1961-1988.* The table indicates that growth in the capital stock 
accounts for over 50 per cent of real GNP growth only in relatively slow- 
growing economies, such as Bangladesh, Indonesia, Malaysia, Philippines 
and Sri Lanka. In the fast-growing economies of the Republic of Korea and 
Taipei, China, over 50 per cent of their economic growth came from im- 
proved total factor productivity over the period 1982-1988. 


4. In this table, the rate of growth in the capital stock is multiplied by a factor share of 0.4. The capitc! 
stock is estimated by assuming a capital/GNP ratio of 2.5 in 1960 and cumulating gross real investment 
annually after depreciating the previous year's capital stock by 5 per cent. The rate of growth in the labor 
force is multiplied by a factor share of 0.6. The labor force is estimated as the population multiplied by 
(1 minus the population dependency ratio) where the population dependency ratio is defined as 
population under 15 and over 65 divided by the total population. Total factor productivity is calculated 
as the residual growth not explained by growth in the capital stock and the labor force. 
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Population Growth and National Saving Behavior 


The population dependency ratio can be defined as the population 
under 15 and over 65 years of age divided by the total population. The 
impact of the population dependency ratio on saving behavior occurs in two 
ways. The first effect is a straightforward negative effect on the level of 
saving. Basically, the larger the number of children in the household, the 
higher will be the ratio of consumption expenditure to income. Indeed, one 
might expect that total consumption over the household's entire lifetime 
would be higher when it raises more children. In other words, households 
may not save more when their children have become independent to offset 
completely the lower saving during the child-rearing period. In the ter- 
minology of the life-cycle saving theory, this is known as the "level effect". 

In some traditional societies, children may be viewed in part as 
providers for their parents' old age. In such case, the fact that a larger 
number of children is associated with lower household saving may not 
reflect solely the greater difficulty of saving when there are more mouths 
to feed but also the reduced perceived need to save for old age. With the 
breakdown of extended families into nuclear families in modern societies, 
expectations of parental support by their children dwindle. Household size 
may then decline in part because children can no longer be expected to 
provide for their parents' old age. But with fewer children, it is easier to 
save to provide for one's own old age. 

, The second effect of household size on saving behavior, called the 
"timing effect", is somewhat more complex. Rather than influencing the 
level of consumption over a household's lifetime, household size affects only 
the timing of consumption. This timing effect reduces the positive impact 
that the rate of economic growth is usually found to have on national saving 
ratios. An accepted explanation for the positive relationship between 
saving and the rate of economic growth is the life-cycle model. The standard 
life-cycle saving model has young, income-earning households saving to 
finance consumption when they become old, non-earning households. The 
simplest life-cycle model assumes that each household consumes all its 
resources over its lifetime. Even if no household saves over its lifetime, this 
life-cycle model shows that aggregate saving will still be positive, provided 
that there is positive growth in aggregate real income. 

Suppose that each household survives for 40 years and works for the 
first 30 years of its existence. With a zero real interest rate and a constant 
wage of $1,000 a year, each household would have to save 25 per cent of its 
income each year in order to maintain a constant level of consumption of 
$750 a year throughout its life. With exactly the same number of 
households in each age group, non-earning households would represent 25 
per cent of the total number of households; each of these households would 
dissave $750 a year. For every non-earning household dissaving $750 a 
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year, there are three earning households, each saving $250 a year. Hence, 
saving exactly matches dissaving and there is zero saving in the society as 
a whole. 

With positive growth in real GNP, all this changes. The lifetime 
resources of young savers exceed those of old dissavers and there will be 
positive aggregate saving. For example, while non-earning households still 
dissaved $750 a year from their accumulated saving, earning households 
might now be saving $500 a year from incomes of $2,000 a year. Because 
incomes of younger, earning households are higher than were incomes of 
older, non-earning households, saving exceeds dissaving in the society as 
a whole. 

The higher is the rate of economic growth, the richer is the current 
generation compared to the previous generation. In the Republic of Korea, 
for example, the present generation of working-age households is about 
seven times richer than its parents' generation. In such a situation, even 
a relatively modest saving effort by younger households far outweighs the 
potential dissaving by older, non-earning households. In other words, the 
higher the rate of economic growth, the higher one might expect the 
national saving ratio to be, even if economic behavior of each individual 
household remains the same. 

This "rate-of-growth effect" can be positive only to the extent that 
households on average accumulate wealth when they are younger in order 
to dispose of these assets when they are older. In countries where 
households can spend before they earn by borrowing, households may have 
spent more than they have earned, in cumulative terms, for a large part of 
their lifetime. In this case, the rate-of-growth effect can be negative. 

With the same lifetime income, households with many children are 
likely to consume more, and so save less, at younger ages than households 
with only a few or no children; child raising typically occurs in the early 
years of the household's life. Hence, the higher the population dependency 
ratio, the lower one would expect the rate-of-growth effect to be. An 
acceleration in the rate of economic growth will raise the national saving 
ratio by a smaller amount, the higher is the population dependency ratio. 
In this way, household size exerts a timing effect on the national saving 
ratio. 

When the restrictive assumption of zero lifetime saving is discarded, 
the life-cycle model can incorporate both the level effect and the timing 
effect discussed above. As suggested at the start, a higher population 
dependency ratio may reduce the level of saving over the household's 
lifetime. On the other hand, more children could increase a household's 
desire to leave a larger bequest. Hence, the level effect of household size of 
saving behavior is ambiguous in theory. 

Statistical estimates of the impact of the population dependency ratio 
on the national saving ratios of Asian developing economies indicate that 
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the timing and the level of saving are both adversely affected by an increase 
in the population dependency ratio (see Table 1 of the Appendix). If the rate 
of growth in aggregate income is zero, an increase in the annual population 
growth rate (with a concomitant increase in the population dependency 
ratio) of one percentage point could reduce the national saving ratio by 
about 5 percentage points. Other things being equal, Asian developing 
economies with annual population growth rates of 2 per cent can achieve 
national saving ratios about 5 percentage points higher than Asian develop- 
ing economies with population growth rates of 3 per cent.5 

Since the level effect and the timing effect of a change in the popula- 
tion dependency ratio are complementary, the impact of a higher popula- 
tion growth rate on the national saving ratio is even greater when the rate 
of growth in aggregate income is positive. In the Asian developing 
economies, an increase in the population growth rate of one percentage - 
point reduces the rate-of-growth effect proportionally. Hence, with a 3 per 
cent rate of growth in aggregate income, the national saving ratio is 
reduced by about 3 percentage points. With a 5 per cent rate of economic 
growth, the national saving ratio would be reduced by about 5 percentage 
points. These changes have to be added to the level effects in order to 
measure the overall impact. Thus, with a 3 per cent rate of growth in 
aggregate income, a 1 percentage point increase in the population growth 
rate would reduce the national saving rate by about 8 percentage points 
(for example, from 20 to 12 per cent). 

The above effects would occur if the rate of population growth had no 
independent effect on the aggregate rate of growth in income. However, in 
the long run a higher population growth rate leads to a higher rate of 
growth in the labor force. Hence, the negative effect of population growth 
through a higher population dependency ratio could be offset partially by 
a positive effect of population growth on the growth in the labor force. Ifa 
1 percentage point increase in the population growth rate resulted in a 1 
percentage point increase in the rate of growth in aggregate income, the 
negative impact on the national saving ratio through the higher population 
dependency ratio could be roughly halved. In fact, however, there is very 
little statistical association between population growth rates and ag- 
gregate income growth rates in the Asian developing economies. Hence, in 
practice this offsetting factor seems to be very weak or non-existent. 

In the Asian and Pacific developing economies, the rate-of-growth 
effect appears to become negative when the annual population growth rate 
exceeds about 2.5 per cent. Hence, in countries such as Bangladesh, 
Maldives, Nepal, Pakistan, Solomon Islands and Vanuatu, higher rates of 





5. Maxwell J. Fry and Andrew Mason, "The Variable Rate-of-Growth Effect in the Life Cycle Saving 
Model: Children, Capital Inflows, Interest and Growth in a New Specification of the Life-Cycle Model 
Applied to Seven Asian Developing Countries", Economic Inquiry, vol. 20, no. 3 (July 1982), pp. 426—442. 
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growth in aggregate income can be expected, other things equal, to reduce 
national saving ratios. In Malaysia and the Philippines, the effect of higher 
rates of growth in aggregate income on national! saving ratios is likely to 
be negligible. In economies with population growth rates substantially 
below 2.5 per cent, such as the People’s Republic of China; India; Indonesia; 
Republic of Korea; Sri Lanka; Taipei, China; and Thailand, higher rates of 
growth in aggregate income can be expected to raise national saving ratios. 

As mentioned at the outset, one could regard this as a legitimate policy 
issue related to domestic resource mobilization, since it is assumed that a 
larger population is not socially optimal in most Asian developing 
economies. If the analysis sketched above has any validity, policies to 
promote saving and reduce fertility should complement one another. Offer- 
ing savings repositories that will provide a reliable income for old age could 
increase the effectiveness of family planning campaigns to persuade 
households to have fewer children. Indeed, there might well be a case for 
government subsidy of specially attractive "sterilization accounts” avail- 
able only to households that had taken the ultimate form of family planning 
measures. 


Foreign Indebtedness and National Saving Behavior 


Another area in which market forces do not seem to have worked too 
well over the past two decades is sovereign foreign borrowing. When the 
World Bank asked me to analyze the effects of developing country foreign 
debt in 1986, I was convinced that debt crises, like oil crises before them, 
were more a figment of the international bureaucrats’ imagination than an 
actual problem in the real world. My analysis started with a diagram 
similar to the figure (see page 24). 

The figure echoes Metzler in viewing the current account deficit as the 
difference between domestic investment and national saving. In the 
figure, J represents domestic investment or the marginal efficiency of 
investment curve; there is more investment at lower interest rates. The 
line Sn represents national saving; here itis shown as a rather steep curve, 
indicating that national saving does not vary greatly with changes in the 
domestic real interest rate. Most developing countries face an upward- 
sloping supply curve of foreign saving Sf,. However, the effective cost at 
which foreign saving begins to be supplied in any particular year depends 
on the country's debt position inherited from past borrowing. At some point, 


6. Lloyd A. Metzler, "The Process of International Adjustment under Conditions of Full Employment: A 
Keynesian View", in Readings in International Economics, ed. Richard E. Caves and Harry G. Johnson 
(Homewood, Illinois: Richard D. Irwin for the American Economic Association, 1968), pp. 465—486. 
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Figure 
National Saving, Domestic Investment and the 
Current Account Deficit 
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the foreign saving supply curve may become vertical, reflecting complete 
credit rationing. 

At the effective cost of foreign borrowing r, domestic investment I, 
exceeds national saving Sn,. Hence, the inflow of foreign saving is positive 
and the country runs a current account deficit on its balance of payments 
equal to I,-Sn,. The accumulation of debt, resulting from the current 
account deficit in year 0, raises the foreign saving function to Sf,, producing 
an effective cost of foreign borrowing of r, in year 1. In this case, foreign 
debt accumulation reduces domestic investment and raises national saving 
through a higher country-specific risk premium; the current account deficit 
declines until it reaches a steady-state equilibrium with a constant 
debt/GNP ratio. 

The foreign debt referred to here takes the form of government and 
government-guaranteed foreign debt. Governments in many developing 
countries guarantee the repayment of foreign loans acquired by the private 
sector. As households notice this foreign debt rising, they may well 
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anticipate higher future tax burdens for its servicing. They will therefore 
have an increasing incentive to transfer assets abroad, as foreseen by 
Ricardo:? 


A country which has accumulated a large debt, is placed in a most 
artificial situation; and although the amount of taxes, and the increased 
price of labour, may not, and I believe does not, place it under any other 
disadvantage with respect to foreign countries, except the unavoidable 
one of paying those taxes, yet it becomes the interest of every contributor 
to withdraw his shoulder from the burthen, and to shift this payment 
from himself to another; and the temptation to remove himself and his 
capital to another country, where he will be exempted from such bur- 
thens, becomes at last irresistible, and overcomes the natural reluctance 
which every man feels to quit the place of his birth, and the scene of his 
early associations. A country which has involved itself in the difficulties 
attending this artificial system, would act wisely by ransoming itself 
from them, at the sacrifice of any portion of its property which might be 
necessary to redeem its debt. 


Savers could also perceive that a high and rising foreign debt ratio may 
goad the government into stimulating exports, which would involve a 
devaluation in the real exchange rate. In this case, the gross real returns 
on assets held abroad could be higher than the gross real returns on 
domestic assets. 

Most developing countries prohibit capital outflows. Hence, capital 
flight has to take place through overinvoicing imports and underinvoicing 
exports.? This method of removing capital from a country reduces measured 
national saving, even in the unlikely event that the true level of saving 
remains constant. Hence, one might expect a higher value of government 
plus government-guaranteed foreign debt to reduce measured national 
saving, implying a leftward shift of the saving function in the figure. 

The main problem here is that the magnitude of capital flight caused 
by foreign debt buildup can be, and in practice has been, destabilizing. 
Instead of the rising foreign debt reducing domestic investment and in- 
creasing national saving and so closing the current account deficit by 
raising the domestic real interest rate, the foreign debt buildup shifts the 
national saving function leftward so rapidly that the current account deficit 
increases. Real interest rates can reach, and in several developing 





7. Jonathan Eaton, "Public Debt Guarantees and Private Capital Flight", World Bank Economic Review, 
vol. 1, no. 3 (May 1987), pp. 377-395. 

8. David Ricardo, On the Principles of Political Economy and Taxation, 'Third Edition, ed. Piero Sraffa 
(London: Cambridge University Press, 1951), pp. 247—248. 

9. An exporter submits an invoice for a smaller sum than that actually received for the exports when 
surrendering foreign exchange to the central bank; the difference can then be deposited in the exporter's 
bank account abroad. Conversely, an importer submits an invoice for an amount exceeding the true cost 
of the imports in order to siphon the diffference into his foreign bank account. 
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countries have reached, astronomical levels without reducing the current 
account deficit. The end result is financial and economic paralysis. 

Here then is a second policy issue related to domestic resource mobili- 
zation. Once foreign debt exceeds about 50 per cent of GNP, further foreign 
debt accumulation in the form of government and government-guaranteed 
debt tends to reduce the total resources available for investment. Capital 
flight exceeds the additional foreign borrowing and reduces the rate of 
economic growth, both because investment necessarily declines and 
because investment efficiency also declines under such circumstances. 19 


Deficit Finance and Domestic Resource Mobilization 


Certain techniques used to finance government deficits doubly deter 
domestic resource mobilization. The direct effect of an increased govern- 
ment deficit is lower national saving. Some ancillary policies pursued in 
conjunction with deficit finance create an unnecessarily severe credit 
squeeze on the private sector by deterring private saving. These policies 
also reduce the efficiency with which the dwindling supply of national 
saving is allocated to domestic investment. 

Table 2 indicates that over the past decade government deficits as a 
percentage of GNP have declined in Bangladesh; Republic of Korea; 
Malaysia; Sri Lanka; Taipei, China; and Thailand, but have risen in India, 
Indonesia, Nepal, Pakistan and Philippines. While inflation rates fell in all 
these Asian developing economies, except Bangladesh, inflation rates fell 
more and averaged considerably less in Asian developing economies with 
declining budget deficits than they did in Asian developing economies with 
rising budget deficits. In the five Asian developing economies with declin- 
ing budget deficits, excluding Bangladesh, inflation averaged 3.8 per cent 
annually over the period 1984—1989, while in the five Asian developing 
economies with rising budget deficits inflation averaged 8.3 per cent an- 
nually over the same period. The relationship between government deficits 
and inflation in the Asian developing economies is no coincidence. 

A public sector deficit necessarily competes directly or indirectly for 
scarce investible funds, unless the country faces unlimited foreign borrow- 
ing opportunities. For a given level of government deficit, therefore, 
concern must be with its impact on the aggregate supply of funds. A higher 
government deficit, in conjunction with a typical mix of other government 
policies that discourages saving, can reduce the total available pool of 
investible resources as well as appropriating a larger amount of the dwin- 





10. Maxwell J. Fry, "Foreign Debt Instability: An Analysis of National Saving and Domestic Investment 
Responses to Foreign Debt Accumulation in 28 Developing Countries", Journal of International Money 
and Finance, vol. 8, no. 3 (September 1989), pp. 315-344. 
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Table 2: Overall Government Budget Balance and Inflation in 
Selected Asian Developing Economies 





Government Surplus/Deficit 














as Per Cent of GNP Inflation Rate (%) 
1979-1984 1984-1989 1979-1984 1984-1989 
Bangladesh —6.9 —6.2 10.8 11.0 
India —4.2 -5.3 10.0 7.8 
Indonesia —4.0 -5.7 10.9 5.9 
Korea, Republic of ~2.2 —0.3 11.4 4.1 
Malaysia -14.0 -7.8 5.7 1.4 
Nepal -7.8 -9.5 10.4 10.3 
Pakistan —b5.9 -7.0 8.8 5.8 
Philippines —2.3 -2.7 17.9 9.9 
Sri Lanka —15.6 -11.4 15.7 8.1 
Taipei, China —0.2 0.1 7.4 1.8 
Thailand -8.5 -1.1 8.0 3.4 


Sources: Asian Development Bank, Key Indicators of Developing Asian and Pacific Countries, vol. 
21 (Manila, July 1990); Asian Development Bank, Asian Development Outlook 1990 
(Manila, 1990); and International Monetary Fund, International Financial Statistics 
(Washington, D.C., various issues). 


dling pool, thus doubly squeezing private investment. Appropriate policies, 
however, can improve both aggregate domestic resource mobilization and 
allocation, although inevitably crowding out some private investment. 

A number of Asian governments, particularly in South Asia, want to 
keep the cost of their borrowing low for budgetary reasons. Of the Asian 
developing economies in Table 2, India has been to greatest lengths to 
minimize the costs of its borrowing. To further this aim, the government 
sets all bank interest rates and controls the country’s securities markets 
in several ways. To finance its deficit at low interest rates, the government 
has more than doubled the banks’ required reserve ratio over the past 
decade; the liquid assets ratio has also been increased to 38 per cent of total 
deposits. To thwart competition which might raise market interest rates, 
the government sets a ceiling of 14 per cent on the yield offered on 
non-convertible debentures sold by private companies. Insurance com- 
panies and provident funds are obliged to hold 25 per cent of their assets 
in low-yielding government bonds and an additional 45 per cent of their 
assets in approved public sector securities. 
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In the Republic of Korea, Nepal and Sri Lanka, government securities 
or their equivalent are sold at yields below market rates to captive buyers. 
In the Republic of Korea, banks have been forced to buy monetary stabiliza- 
tion bonds issued by the Bank of Korea at a coupon rate of 12.5 per cent at 
times when secondary market yields have ranged between 13 and 17 per 
cent. In Nepal the central bank buys the majority of government securities. 
In Sri Lanka the Provident Fund and National Savings Bank are forced to 
purchase low-yielding government bonds. 

In fact, the social cost of a government deficit is in no way related to 
the cost of servicing domestically held national debt. The latter is simply 
a transfer payment. Cheap finance means that the holders—direct and 
indirect—of government bonds receive a lower return than they otherwise 
would. They will, therefore, have less incentive to hold such debt voluntari- 
ly. In order to make government debt relatively more attractive without 
increasing its cost, governments frequently introduce measures to make 
private debt less attractive. The most obvious measure is a ceiling on the 
interest rate payable on private financial claims. Policies of this kind may 
be termed financial restriction. In general, they reduce total financial 
saving, appropriate a larger proportion of the smaller available supply of 
domestic credit, and distort resource allocation. 

An alternative method of financing a government is resort to the 
inflation tax. With accelerating inflation, financial restriction turns into 
financial repression. +! Deliberate reliance on revenue from inflation makes 
little economic sense under any conditions. First, higher inflation tends to 
reduce revenue in real terms from other taxes because of lags in tax 
collection. Second, high and volatile inflation retards economic growth.!? 
One explanation for the negative association between inflation and growth 
over the long run lies in the fact that a strategy of raising substantial 
revenue from inflation imposes a crippling credit squeeze in real terms on 
the private sector. Due to this credit squeeze and the fact that high inflation 
is inevitably more volatile and hence less predictable, investment declines. 
The available empirical evidence suggests that in most developing 
countries inflationary finance tends to become inordinately costly in terms 
of forgone economic growth when it produces annual inflation rates in 
excess of 20 per cent. As the exception to prove this general rule, the 
Republic of Korea posted inflation rates in the range of 10—30 per cent 
combined with high growth over the period 1974—1980. 


11. Maxwell J. Fry, Money, Interest, and Banking in Economic Development (Baltimore: Johns Hopkins 
University Press, 1988), pp. 14-16. 

12. Arnold C. Harberger and Sebastian Edwards, International Evidence on the Sources of Inflation 
(Chicago: University of Chicago, Department of Economics, December 1980), pp. 31-33; Tony Killick, 
"Inflation in Developing Countries: An Interpretative Survey", ODI Review, vol. 1 (1981), p. 7; and 
Anthony P. Thirwall, Inflation, Saving and Growth in Developing Economies (London: Macmillan, 1974), 
p. 70. 


Domestic Resource Mobilization in Developing Asia 29 


There is a strong association between the proportion of domestic credit 
absorbed by the government sector and the inflation rate. In one study, 
Harberger finds that developing countries suffering from chronic inflation 
(over 80 per cent annually for at least three years) had a ratio of govern- 
ment to total domestic credit of 47 per cent.!? His sample of developing 
countries suffering from chronic inflation (over 20 per cent for at least five 
years) exhibited a ratio of 32 per cent, while the control group had a ratio 
of 25 per cent. Harberger interprets these findings as support for the 
hypothesis that government deficits are typically the underlying cause of 
acute and chronic inflation. However, they may also indicate one of the 
effects of inflation. Undoubtedly, causality is circular: domestic credit 
expansion to finance a government deficit creates inflation which, in turn, 
reduces the real size of the banking system so raising the proportion of 
government credit in the declining total. 

In any event, the policy implication is the same. The international 
evidence suggests that this vicious circle can be avoided, provided govern- 
ment sector borrowing requirements from the banking system do not 
exceed about 25 per cent of total domestic credit. Given this rule of thumb, 
Table 3 signals danger for Bangladesh, India, Nepal, Pakistan, Philippines 
and Sri Lanka. Real per capita income growth in these six countries 
averaged 1.7 per cent annually over the period 1979—1989, while in the 
remaining five Asian developing economies it averaged 4.7 per cent. 

Evidence from the Asian developing economies suggests that sus- 
tained government deficits, which are generally associated with high 
proportions of domestic credit allocated to the public sector, are uncon- 
ducive to economic growth. Distortions have been worsened by attempts 
to finance government deficits at artificially low interest rates. A less 
distortionary approach might involve reserve requirements to raise quasi- 
tax revenue and the sale of treasury bills and other government securities 
at market-determined interest rates. Such an approach can avoid the most 
debilitating effects of financial repression. Nevertheless, when they get 
out of control, government deficits reap havoc in financial markets no 
matter how they are financed. 


Financial Conditions and Domestic Resource Mobilization 
National saving ratios are stimulated both directly and indirectly 


through higher rates of economic growth by positive real deposit rates of 
interest. The indirect impact through higher growth rates seems to work 





13. Arnold C. Harberger, "Ín Step and Out of Step with the World Inflation: A Summary History of 
Countries, 1952-1976", in Development in an Inflationary World, ed. M. June Flanders and Assaf Razin 
(New York: Academic Press, 1981), p. 40. 
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Table 3: Seigniorage in Selected Asian Developing Economies 








Percentage of Central Bank 











Percentage of Domestic Assets in Total of Central 
Credit to Public Sector and Commercial Bank Assets 
December 1979 December 1989 December 1989 
Bangladesh 62 27 24.3 
India 40 48 33.4 
Indonesia 38 -2 28.9 
Korea, Republic of 9 1 23.9 
Malaysia -5 6 19.7 
Nepal 52 54 54.4 
Pakistan 49 44 37.2 
Philippines 16 143 29.1? 
Sri Lanka 54 55 41.1 
Taipei, China 6 1 27.8 
Thailand 24 7 21.2 





a December 1988 


Source: International Monetary Fund, International Financial Statistics (Washington, D.C., various 
issues). 


through improved efficiency attained by financial intermediation. Statis- 
tical evidence indicates that financial savings and the supply of domestic 
credit in real terms are both influenced positively and substantially by the 
real deposit rate of interest. If financial intermediaries allocate investible 
funds more efficiently than other allocative mechanisms, then greater 
financial depth caused by higher real deposit rates of interest itself im- 
proves the quality of investment. 

One way of analyzing the efficiency-improving role of financial inter- 
mediation starts by recognizing the fact that, when real interest rates are 
negative, there is no incentive to use capital efficiently. Excess capacity is 
costless, so plants are built with far more capacity than required for 
immediate production plans. Overtime, shift work and other measures that 
increase the effective utilization of plant and machinery are not worthwhile 
when keeping the capital stock idle is costless. Under such circumstances, 
the measured capital stock exceeds the effective capital stock. For example, 
the effective capital stock might be equivalent to 66 per cent of the 
measured capital stock when the real interest rate is —15 per cent. How- 
ever, the effective capital stock might equal the measured capital stock at 
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a real interest rate of 5 per cent. In this example, therefore, the effective 
capital stock can be expressed as the actual capital stock times 
(0.915 + 1.7r), where r is the real interest rate expressed in proportional 
rather than percentage terms. 

Statistical analysis of this relationship in the Asian developing econo- 
mies shown in Table 1 indicates that the effective capital stock is indeed 
raised by a rise in the real deposit rate of interest towards its competitive 
free-market equilibrium level.!14 There is also a positive and significant 
relationship between the growth contributions of total factor productivity 
changes and the real deposit rates of interest shown in Table 1.15 

A major question remains concerning the relationship between IOCRs 
or total factor productivity growth rates, on the one hand, and investment 
efficiency or the rates of return to capital, on the other. Highest IOCRs and 
total factor productivity growth rates have been achieved by the Republic 
of Korea and Taipei, China. Did these economies post high rates of return 
to their capital stocks? Unfortunately, measured rates of return to capital 
are rarely available. I have, however, attempted to estimate two measures 
of the rate of return to capital in Taipei, China,!6 using a method developed 
by Harberger.!” The first measure is the net productivity of capital, the 
second is the private after-tax rate of return to private capital. 

To illustrate that rates of return to capital in the Republic of Korea 
and Taipei, China have indeed been well above worldwide rates of return, 
Table 4 reproduces some of Harberger's estimates together with my esti- 
mates for Taipei, China, calculated for the same period and in identical 
fashion.!? Table 4 shows that rates of return to capital were generally 
higher in the sample Asian economies than in the sample OECD countries. 
The rates of return to capital in the Republic of Korea and Taipei, China 
were about twice the rates found in the other economies. In 1987, I still 
find high rates of return to Taipei, China's capital stock: the net produc- 
tivity of capital in Taipei, China is 18 per cent and the private after-tax 
rate of return is 18.6 per cent.1? From his estimates, Harberger notes that 


14. This analysis was based on a "seemingly unrelated" or weighted iterative regression of the rate of 
economic growth on labor force growth, capital stock growth, and capital stock growth multiplied by the 
real deposit rate of interest using annual data for these economies over the period 1961—1988. The sum 
of the labor force and capital stock growth coefficients was constrained to 1. The coefficient of capital 
Stock growth times the real deposit rate is 1.70 with a t statistic of 4.65. 

15. Using the period-average growth rates and real deposit rates given in Table 1, the simple regression 
yields a coefficient for r of 0.14 with a ¢ statistic of 2.05. 

16. Maxwell J. Fry, "The Rate of Return to Taiwan's Capital Stock, 1961-1987"; Hong Kong Economic 
Papers, vol. 20 (1990), pp. 17-30. . 

17. Arnold C. Harberger, "Perspectives on Capital and Technology in Less-Developed Countries", in 
Contemporary Economic Analysis, ed. Michael J. Artis and A. Robert Nobay (London: Longman, 1978), 
pp. 42-72. ` : 

18. Harberger, op. cit., p. 55. 

19. Fry, op. cit., Table 4, p. 24.20. Harberger, op. cit., p. 54. 
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Table 4: Harberger's Rates of Return to Capital, 1969-1971 














(Percentages) 
Net Productivity Private After-Tax Return 
of Capital to Private Capital 
Canada 8.4 6.4 
Germany 7.1 5.6 
Sweden 4.4 3.1 
United Kingdom 5.0 4.4 
United States 8.5 7.6 
Korea, Republic of 16.3 15.2 
Sri Lanka 9.7 6.8 
Taipei, China 24.2 15.7 
Thailand 7.3 10.2 


the Republic of Korea is a "clear outlier".2° Not surprisingly, I find that this 
is also the case with Taipei, China. This then provides some support for the 
use of IOCRs or total factor productivity growth rates as proxies for 
investment efficiency. : 

The effect of financial conditions on the rate of economic growth can 
be calculated indirectly from the estimated effects of real deposit rates on 
saving ratios and on investment efficiency. It can also be estimated directly 
from reduced-form equations of the growth rate. Estimates for 14 Asian 
developing economies show positive and significant relationships, both 
between the incremental output/capital ratio and the real deposit rate of 
interest and also between the rate of economic growth and the real deposit 
rate of interest?! 

I find similar results when examining the relationship between the 
real GNP growth rates and real interest rates in Table 1. The relationship 
between real GNP growth and real deposit rates of interest is positive and 
statistically significant. The estimated coefficient of the real deposit rate 


20. Harberger, op. cit., p. 54. 

21. Asian Development Bank, Improving Domestic Resource Mobilization through Financial Develop- 
ment (Manila: Asian Development Bank, September 1985); Maxwell J. Fry, "Money and Capital or 
Financial Deepening in Economic Development?" Journal of Money, Credit and Banking, vol. 10, no. 4 
(November 1978), pp. 464—475; and Maxwell J. Fry, Money, Interest and Banking in Economic Develop- 
ment (Baltimore: Johns Hopkins University Press, 1988), Chapter 6. 


Domestic Resource Mobilization in Developing Asia 33 


of interest is 0.2, implying that an increase in the real deposit rate of 
interest towards its free-market equilibrium level of 10 percentage points 
is associated with an increase in the rate of economic growth of 2 percent- 
age points.?? 


Conclusion 


The present slowdown in worldwide economic growth can be expected 
to affect saving, investment and growth in Asian developing economies in 
several ways. The direct effect will be a reduction in demand for exports. 
Export growth has been the driving force behind the rapid economic growth 
of all the newly industrializing economies; strong externalities from tech- 
nological transfers, product presentation, management and marketing 
Skills have been detected. Hence, a decline in the rate of export growth 
would have a larger impact on real GNP growth than the direct contribu- 
tion of exports to GNP. For example, Taipei, China's exports have risen 
from under 20 per cent of GNP in the 1960s to over 70 per cent in recent 
years. Were the ratio of exports to GNP in Taipei, China to remain constant 
in the future instead of rising, simulations suggest that its rate of economic 
growth could be halved. 

A slowdown in world demand would also produce a deterioration in 
the terms of trade of Asian developing economies. A terms-of-trade deterio- 
ration reduces income and so reduces national saving (see Appendix). At 
the same time, a temporary worsening of the terms of trade can lead to 
inventory accumulation, so raising investment, because relative prices are 
expected to rise in the future.?? In combination with the effect of economic 
growth on national saving, a worsening ofthe terms of trade would increase 
current account deficits or reduce current account surpluses in the Asian 
developing economies. 

In the 1981-1982 worldwide recession, current account deficits were 
higher (a lower current account surplus in Taipei, China's case) than they 
were in the period 1983-1988 in all Asian developing economies. In the 
1981—1982 recession, Bangladesh, Fiji, Malaysia, Papua New Guinea and 
Sri Lanka all experienced double-digit current account deficits. In the 
period 1980-1988 only Sri Lanka still ran a double-digit current account 
deficit, while Fiji; Hong Kong; Republic of Korea; Malaysia; Philippines; 
Singapore; and Taipei, China posted current account surpluses. In this 
period Taipei, China's current account surplus exceeded 17 per cent of 





22. Thet statistic is 2.28. 

23. Maxwell J. Fry, "Terms-of-Trade Dynamics in Asia: An Analysis of National Saving and Domestic 
Investment Responses to Terms-of Trade Changes in 14 Asian LDCs”, Journal of International Money 
and Finance, vol. 5, no. 1 (March 1986), pp. 57—73. 
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GNP. The slowdown in worldwide economic growth will reduce internation- 
al interest rates and so alleviate foreign debt service problems. But the 
reduction in world demand will also accelerate foreign debt accumulation 
unless governments in developing Asia pursue deliberate policy measures 
to prevent this from occurring. 

In sum, the policy conclusions which might be drawn from this survey 
of domestic resource mobilization in Asian developing economies are: 


Although saving and investment performance has been good in the 
region as a whole, policymakers in the poorer and more heavily 
indebted Asian developing economies might consider urgent 
measures to improve domestic resource mobilization. The most 
direct and effective measure is to reduce government deficits. 


Improved domestic resource mobilization and faster per capita 
income growth could be achieved, as illustrated in the case of the 
People's Republic of China, by measures that would reduce popula- 
tion growth. 


Increasing institutional interest rates towards their competitive 
free-market equilibrium rates would raise saving and investment 
and, at the same time, increase the efficiency of investment, hence 
accelerating the rate of economic growth. 


To be better positioned to withstand negative economic shocks, such 
as a slowdown or recession in the industrial countries, heavily 
indebted Asian developing economies might consider encouraging 
foreign direct investment as an alternative source of foreign capital 
to more government and government-guaranteed foreign debt. Only 
borrowing in the form of variable-rate loans with government 
guarantees seems to have detectable negative effects on economic 
performance.?4 


24.. Pradumna B. Rana and J. Malcolm Dowling Jr., "The Impact of Foreign Capital on Growth: Evidence 
from Asian Developing Countries", The Developing Economies, vol. 26, no. 1 (March 1988), pp. 3-11. 
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APPENDIX 


Determinants of National Saving Ratios in 
Asian Developing Economies 


The saving function SNY given in equation 1 is expressed as the ratio 
of national saving to GNP (both in current prices): 


? 
SNY = a,,F jYG* à,, TTG «à RD «G4 RW +a,,DETY + à,DCGR 
+ Gy,DEPR + Gy,¥G - DEPR + a,,DDCY +4,,GBY + G4SNY, , (D) 


Based on a life-cycle model, the rate-of-growth effect refers to the 
effect of rate of growth in aggregate real income on the national saving 
ratio. Invariably, empirical tests have been carried out using the rate of 
growth in aggregate real output—real gross national product (GNP) or real 
gross domestic product (GDP)—defined here as YG. In an open economy, 
however, the rate of growth in income differs from the rate of growth in 
output due to terms-of-trade changes. Aggregate real income can be defined 
as y + x (P,/P,,—1), where y is real GNP, x is exports measured at constant 
prices, and P,/P,, is the price of exports divided by the price of imports or 
the gross barter terms of trade. The terms-of-trade variable TTG used here 
is defined as the rate of change in income attributable to terms-of-trade 
changes. 

The real rate of interest determines the price of future consumption 
and bequests relative to current consumption. Economic theory indicates 
that saving can be influenced either positively or negatively by a rise in the 
interest rate. If the substitution effect outweighs the income effect, then 
the saving ratio rises with an increase in the domestic real shadow interest 
rate r, for which some proxy is required. One candidate used here is the 
real deposit rate of interest RD, defined as the 12-month deposit rate of 
interest minus the rate of change in the GNP implicit deflator (both 
continuously compounded). 

The main problem in estimating the model sketched in the figure (see 
page 24) is that effective costs of foreign borrowing or domestic shadow 
interest rates, ry and r, in the figure, are unobservable. As Hajivassiliou 
points out: "The spread over the London interbank offer rate (LIBOR) does 
not perform the key role of clearing the market for international loans. 
Instead allocation of scarce credit among third world countries is funda- 
mentally carried out through quantity offers and requests."! To overcome 
this difficulty, one can use a reduced-form equation for r derived from 


1. Vassilis A. Hajivassiliou, "The External Debt Repayments Problems of LDCs: An Econometric Model 
Based on Panel Data", Journal of Econometrics, vol. 36, nos. 1-2 (September-October 1987), p. 205. 
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simple demand and supply functions for foreign saving. The demand for 
foreign saving equals the saving-investment gap, which depends on all the 
determinants of national saving and domestic investment, including the 
effective cost of foreign borrowing: Sf?- &(r). 

The supply of foreign saving is determined by the world real interest 
rate RW plus a country-specific risk premium, the effective premium which 
produces the effective cost of foreign borrowing and hence the domestic 
shadow interest rate. This premium is determined by previous debt buildup 
DETY and the ratio of public sector credit to total domestic credit DCGR.? 
The variable DCGR is a proxy for fiscal performance.? This ratio may also 
indicate the general state of macroeconomic management. À government 
that extracts high seigniorage from the banking system may well be 
following a variety of other growth-inhibiting macroeconomic policies. 
Foreign lenders are doubly deterred from lending to countries whose 
governments exhibit weak fiscal discipline (so eroding confidence in their 
guarantees) and poor macroeconomic management, which stalls the growth 
process. Hence, the supply function is: Sfs= g(r, RW, DETY, DCGR). Equat- 
ing demand and supply provides a reduced-form expression for the domes- 
tic shadow interest rate or the effective cost of foreign borrowing: 
r - ((RW, DETY, DCGR). 

The world real interest rate RW used here is the six-month LIBOR 
(London interbank offer rate) dollar deposit rate minus wholesale price 
inflation in the United States (both continuously compounded). The world 
realinterest rate is both a determinant of the domestic real shadow interest 
rate and also the return on foreign financial assets. Hence, a rise in RW 
could reduce recorded national saving, even if the substitution effect does 
outweigh the income effect. In most developing countries, a large propor- 
tion of capital outflows takes place illegally through underinvoicing exports 
and overinvoicing imports.* This reduces national saving as recorded in the 
national income accounts, even if the true level of saving remains constant 
Hence, the effect of a rise in the world real interest rate on the measured 
national saving ratio is doubly ambiguous. 





2. Michael P. Dooley, Country-Specific Risk Premiums, Capital Flight and Net Investment Income 
Payments in Selected Developing Countries, DM/86/17 (Washington, D.C.: International Monetary Fund, 
March 1986); and Sebastian Edwards, "The Pricing of Bonds and Bank Loans in International Markets: 
An Empirical Analysis of Developing Countries’ Borrowing", European Economic Review, vol. 30, no. 3 
(1986), pp. 565-589. 

3. Arnold C. Harberger, "In Step and Out of Step with the World Inflation: A Summary History of 
Countries, 1952-1976", in Development in an Inflationary World, ed. M. June Flanders and Assaf Razin 
(New York: Academic Press, 1981), p. 40. 

4. John T. Cuddington, "Capital Flight: Estimates, Issues, and Explanations", Princeton Studies in 
International Finance, vol. 58 (December 1986), p. 36; Dooley, op. cit,; Mohsin S. Khan and Nadeem UI 
Haque, Foreign Borrowing and Capital Flight: A Formal Analysis, Staff Papers, vol. 32, no. 4 
(Washington, D.C.: International Monetary Fund, December 1985), pp. 606-628; and Maxwell C. Watson, 
G. Russell Kincaid, Caroline Atkinson, Eliot Kalter and David Folkerts-Landau, International Capital 
Markets: Developments and Prospects, World Economic and Financial Surveys (Washington, D.C.: 
International Monetary Fund, December 1986). 
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Higher domestic debt incurred by the government, proxied here by the 
ratio of public or government credit to total domestic credit DCGR, raises 
the probability of increased asset taxation in the future and so encourages 
capital flight.” When the government extracts higher seigniorage from the 
banking system by raising DCGR, at least part of the implicit tax falls on 
depositors/savers.® Both these effects deter the accumulation of domestic 
financial assets and hence are likely to reduce measured national saving. 
However, this leftward shift in the saving function could be countered by 
a movement up the curve, because an increase in DCGR also raises r. 

The foreign debt variable used here is DETY, defined as the begin- 
ning-of-year stock of government plus government-guaranteed foreign debt 
divided by the previous year’s GNP.” The variable DETY also determines 
the domestic real shadow interest rate. A higher debt ratio produces a 
higher domestic interest rate and hence a movement up the saving function 
in the figure. The financial or interest-rate effect on saving could be 
opposite to the fiscal effect outlined earlier (see pages 23-20). 

The population dependency ratio DEPR could be expected to exert a 
negative effect on the national saving ratio, since a larger number of 
children in a household raises consumption in relation to income. It was 
suggested earlier that the timing effect can be estimated by including 
YG.DEPR as an explanatory variable, while the level effect is estimated 
by including DEPR alone (see pages 20—23). 

To the extent that some households are liquidity-constrained, credit 
conditions could affect consumption and saving behavior. In this case, the 
change in domestic credit scaled by nominal GNP DDCY is used as a proxy 
for credit availability. It would exert a negative effect on national saving 
if increased credit availability raised consumption expenditure. 

In effect, equation 1 is the private sector saving function Snp/Y to 
which the government saving ratio Sng/Y has been added; Snp is private 
national saving, Sng is government sector national saving, and Y is GNP, 
all measured at current prices. Inflation badly distorts the measurement 
of disaggregated private and public saving because of the failure to account 
correctly for the inflation tax revenue. As a partial solution to this prob- 
lem, I estimate the national saving ratio SNY rather than the national 
private saving ratio, but I include the overall government balance divided 


5. James D. Hamilton and Marjorie A. Flavin, "On the Limitations of Government Borrowing: A 
Framework for Empirical Testing", American Economic Review, vol. 76, no.4 (September 1986) 
pp. 808-819; Robert C. King and Charles I. Plosser, "Money, Deficits, and Inflation", Carnegie-Rochester 
Conference Series on Public Policy", vol. 22 (Spring 1985), pp. 147-195; and Charles I. Plosser, "Govern- 
ment Financial Decisions and Asset Returns", Journal of Monetary Economics, vol. 9, no. 3 (May 1982), 
pp. 325—352. 

6. Maxwell J. Fry, Money, Interest, and Banking in Economic Development (Baltimore: Johns Hopkins 
University Press, 1988), Chapter 5. 

7. The debt data are measured at the end of each year. Debt at the end of one year is the same as debt 
at the beginning of the next year. 
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by GNP GBY as the final explanatory variable of the national saving ratio. 
Fortunately, however, including components of public saving that are not 
substitutes for private saving affects only the intercept, provided they are 
independent of the explanatory variables.® 

Estimates of three versions of equation 1 for the period 1961—1988 are 
presented in Table 1 of this Appendix. I estimated these three regressions 
correcting for heteroscedasticity across countries using iterative weighted 
two-stage least squares; this is commonly referred to as a random effects 
model. The economies included in these estimates are Bangladesh; India; 
Indonesia; Republic of Korea; Malaysia; Nepal; Pakistan; Philippines; Sri 
Lanka; Taipei, China; and Thailand. The world real interest rate RW was 
not significant in any specification of this saving function. Collinearity 
among the explanatory variables necessitated the use of groups of variables 
that were not highly collinear. 

The estimates in Table 1 indicate that national saving ratios in Asian 
developing economies are increased by income growth, both in the form of 
real GNP growth and terms-of-trade improvements. National saving ratios 
are also raised by a higher overall government budget balance (estimate 1) 
and by higher real deposit rates of interest (estimate 3). Higher population 
dependency ratios reduce saving and also reduce the rate-of-growth effect, 
as shown by the interaction term in the third estimate. National saving 
ratios in Asian developing economies are also reduced by expansionary 
monetary policy (estimate 1) and higher foreign debt (estimate 2). 

Table 2 of this Appendix shows the variation on national saving ratios 
caused by variations in end-of-period (1988) values of the explanatory 
variables in the 11 Asian developing economies. It indicates that the 
estimated equations shown in Table 1 could predict differences in national 
saving ratios of up to 42 percentage points had one economy possessed the 
highest recorded values of saving-enhancing variables and the lowest 
recorded values of saving-reducing variables and another possessed exactly 
the opposite attributes. The population dependency ratio and the ratio of 
government credit to total domestic credit had the largest negative effects 
on the national saving ratios in this group of Asian developing economies. 
Hence, reducing fertility and government expropriation of domestic credit 
could raise national saving ratios by considerable amounts. Table 2 also 
indicates that reduced credit expansion, smaller government deficits, and 
lower foreign indebtedness could also raise national saving ratios by non- 
trivial amounts. Finally, raising deposit rates of interest towards their 
free-market equilibrium levels could also be expected to increase national 
saving ratios to some extent in these Asian developing economies. 


8. Maxwell J. Fry and Andrew Mason, "The Variable Rate-of-Growth Effect in the Life Cycle Saving 
Model: Children, Capital Inflows, Interest and Growth in a New Specification of the Life-Cycle Model 
Applied to Seven Asian Developing Countries", Economic Inquiry, vol. 20, no. 3 (July 1982), p. 433. 
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Table 1: Estimated National Saving Ratios (SNY) in 
Asian Developing Economies 








Variable Estimate 1 Estimate 2 Estimate 3 
YG + TTG 0.263 0.162 0.470 
(8.223) (3.442) (6.119) 
DEPR —0.254 —0.478 —0.084 
( 4.497) ( 6.713) (-1.629) 
DDCY —0.124 
(— 2.887) 
DCGR —0.094 
(—4.642) 
RD 0.037 
(8.916) 
DETY —0.041 
(— 2.966) 
GBY 0.180 
(2.033) 
YG . DEPR —0.853 
(78.316) 
SNY, 0.761 0.775) 
(18.150) (24.155) 
R? 0.947 0.856 0.933 


Note: The hat denotes an endogenous variable and ‘t’ statistics are given in parentheses under their 
coefficients. In estimate 1 GBY for Nepal and in estimate 2 DETY for Taipei, China are omitted 
because of data deficiencies. 


Table 2: Effects on National Saving of Variations in 
End-of-Period Values of the Explanatory Variables 








(Percentages) 

Lowest Lowest Highest Highest Saving 
Variable Economy Value Economy Value Effect 
SNY Bangladesh 2.3 Korea, Rep. of 37.5 
YG Bangladesh 1.8 Korea, Rep. of 11.6 2.6 
TTG Taipei, China -1.6 Korea, Rep. of 3.0 1.2 
DEPR Thailand 33.0 Indonesia 57.7 —6.3 
DDCY Bangladesh 3.2 Taipei, China 22.8 -2.4 
GBY Sri Lanka -9.7 Korea, Rep. of 1.6 2.0 
DCGR Indonesia -2.0 Nepal 54.3 -5.3 
RD Malaysia — 2.4 Indonesia 6.9 0.3 
DETY India 21.7 Sri Lanka 75.1 -2.2 
SNY, 4 Bangladesh 2.8 Taipei, China 39.2 27.7 





The Role of Fiscal Policy in 
Asian Economic Development 
Kedar N. Kohli* 


n developed countries, fiscal policy refers to the measures taken by 

governments to stabilize their economies at high levels of employ- 

ment and output through taxation and government expenditures. In 

discussing fiscal policy, a distinction is therefore made between 
measures that affect government spending and those that bear on govern- 
ment revenues. When economic activity is at a low level, the expansionary 
effect can be achieved through increased expenditure on construction of 
infrastructure such as roads, buildings and irrigation systems. A similar 
effect could also be achieved through the revenue side of the budget by 
reducing taxes on income and consumption or by providing fiscal incentives 
for increasing investment in the private sector. The process could be 
reversed, however, when the economic activity is at a high level by reducing 
government spending and/or increasing taxes. 

It may be noted that the use of fiscal policy for achieving economic 
stabilization does not have a long history. An ambitious use of fiscal means 
for achieving stabilization policy first emerged only after the First World 
War when many countries suffered from acute unemployment. The discus- 
sion initially began in Great Britain in the 1920s when the feasibility of 
using public works programs was considered for increasing employment 
and for raising the general level of economic activity through increased 
purchasing power of the people. Before the Second World War several other 
Western countries, including the United States, used fiscal means for 
stimulating their economies. 

The theoretical basis for using fiscal policy for economic stabilization 
was provided by Keynes who attempted to show that a capitalist economy 
with a decentralized market system does not automatically generate full 
employment and stable prices.! He argued that the high level of unemploy- 


* Former Chief Economist, Asian Development Bank. 
1. J.M. Keynes, The General Theory of Employment, Interest and Money (London: Macmillan, 1964). 
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ment that existed at that time might persist unless governments took fiscal 
and monetary action. He also showed that during periods of high unemploy- 
ment, monetary policy was not very effective since investors could not find 
profitable uses of funds. 

Keynes' ideas had a great influence on the fiscal and monetary policies 
pursued by Western countries soon after the Second World War. Several of 
them prepared schemes for high and stable employment in the expectation 
that large-scale unemployment will occur due to demobilization after the 
war. In actual practice, the postwar period was characterized by a high 
level ofemployment and inflation in developed countries in which monetary 
policy through its effect on interest rates and restrictions on credit assumed 
greater importance than fiscal policy. 


Fiscal Policy in Asia: An Overview 


In the developing countries of Asia, governments have played a key 
role in promoting high rates of economic growth, and fiscal policy has been 
used as the main vehicle for achieving this objective. Most of these 
countries, after achieving independence, launched successive national 
development plans involving ambitious investment programs. The inade- 
quacy of physical and social infrastructure, a low industrial and technologi- 
cal base, a lack of private entrepreneurship and an underdeveloped capital 
market provided a strong rationale for the active involvement of the public 
sector in the development process. Such an involvement was also con- 
sidered essential to raise the level of domestic saving through budgetary 
surpluses and profits of public enterprises in order to finance the growing 
future investment needs. 

The actual record of performance of the public sector in generating 
saving and financing investment, as shown later in this article, has been 
highly uneven among the developing countries of Asia. However, their 
record of overall performance has been very impressive and is the envy of 
policymakers in other developing regions of the world. This is true in terms 
of the rate of economic growth, inflation or exports. Most Asian developing 
countries have shown resilience in the face of adverse economic develop- 
ments and avoided the crises which have afflicted many countries in Africa 
and Latin America. This performance, and the fact that in many countries 
the public sector continues to play a major role, would suggest that govern- 
ments in developing Asia have made an important and positive contribu- 
tion to the development process. 

At the early stages of development, all Asian developing countries 
assigned a key role to the public sector. However, over the years some 
countries have greatly reduced the role of government in total investment 
while in others the public sector continues to play a major role. In general, 
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countries in which the private sector has been given a prominent role have 
shown a healthy economic performance while those which adopted 
Strategies based on large-scale public participation have faced economic 
difficulties. The latter situation has emerged basically from the failure of 
the public ‘sector to generate savings. Government expenditures have 
outpaced revenues while many public enterprises have become a drain on 
the budget. Consequently, governments have become increasingly depend- 
ent on external and domestic borrowing—largely by resorting to the print- 
ing press—to finance rising levels of expenditures. This has led to growing 
debt-service burdens, increasing inflationary pressures and a further 
erosion of the capacity of these governments to finance future investments. 

In the following paragraphs the trends and components of the revenues 
and expenditures and the performance of public enterprises in selected 
countries in South and Southeast Asia are briefly examined. Because of a 
lack of data, no reference is made to the centrally planned and small island 
countries in the region. It may also be noted that the data provided in the 
various tables relate to the central governments of the countries concerned. 
While the data are fairly representative of the fiscal position of most 
governments, they considerably understate the position in India and Pakis- 
tan where states and provinces have extensive fiscal powers. 


Saving and Investment 


Before examining the fiscal performance of the Asian developing 
countries, it would be instructive to review their saving and investment 
rates, which provide an insight into the reasons for their varied perfor- 
mance. In this respect, the countries under study fall into two broad groups. 
The first group includes the Republic of Korea and four Southeast Asian 
countries, namely, Indonesia, Malaysia, Philippines and Thailand. In these 
countries, the saving performance has generally been impressive. During 
the 1980s domestic saving registered excellent growth in Indonesia, 
Republic of Korea and Malaysia. Domestic saving in these countries now 
accounts for about one third of their gross domestic product (GDP) (see 
Table 1). Domestic saving also registered a high growth rate in Thailand, 
rising from 20.6 per cent in 1984 to 28.1 per cent in 1989. The only exception 
has been the Philippines where because of the debt-service and structural 
adjustment problems the saving rate fell from 24. 1 per cent in 1980 to 17.4 
per cent in 1989. 

The investment rate in the Republic of Kids and the four Sohasi 
Asian countries did not keep pace with the growth in domestic saving. In 
the Republic of Korea investment, except in 1989, hovered around 29 per 
cent, well below the saving rate achieved in recent years. In Indonesia 
investment showed a steady increase, while in Malaysia it registered a 
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Table 1. Gross Domestic Saving and Investment 














(Percentage of GDP) 
Country 1981 1984 1988 1989 

Bangladesh 

Saving 1.6 4.6 2.5 2.7 

Investment 11.6 10.5 12.8 11.6 

Gap (S-I) —10.0 —5.9 —10.3 —8.9 
India 

Saving 21.1 19.6 20.3 20.2 

Investment 22.8 21.0 22.6 23.1 

Gap (S-I) -1.7 -1. —2.3 -2.9 
Indonesia 

Saving 35.0 29.6 32.8 33.7 

Investment 25.4 26.1 30.2 31.1 

Gap (S-I) 9.6 3.5 2.6 2.6 
Korea, Republic of 

Saving 23.9 30.5 37.9 34.5 

Investment 29.5 29.8 29.8 34.6 

Gap (S-I) —5.6 0.7 8.1 —0.1 
Malaysia 

Saving 28.8 35.5 36.4 83.5 

Investment 35.0 33.6 26.1 27.9 

Gap (S-I) —6.2 1.9 10.3 5.6 
Nepal 

Saving 10.9 10.0 9.8 7.6 

Investment 17.6 18.7 19.7 20.0 

Gap (S-I) —6.7 -8.7 —9.9 —12.4 
Pakistan 

Saving 9.3 7.7 9.4 9.4 

Investment 18.8 18.3 18.2 17.5 

Gap (S-I) -9.5 —10.6 —8.8 -8.1 
Philippines 

Saving 24.1 18.8 18.1 17.4 

Investment 30.6 17.0 17.8 18.8 

Gap (8-1 —6.5 1.8 0.8 —0.9 
Thailand 

Saving 21.5 20.6 27.0 28.1 

Investment 26.3 24.9 27.5 29.4 

Gap (S-I) —4.8 —4.8 -0 -1.3 








Source: Asian Development Bank, Asian Development Outlook 1990 (Manila, 1990). 
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decline from a peak of 35 per cent in 1981 to 27.9 per cent in 1989. In 
Thailand investment registered an increase during the 1980s but at a much 
slower rate than that in saving, while in the Philippines investment was 
sharply reduced from 30.6 per cent in 1981 to 17.4 per cent in 1989 
consistent with the decline in saving. As a result of this trend, Indonesia, 
Republic of Korea and Malaysia, instead of depending on external assis- 
tance, became net exporters of capital, while the reliance of the Philippines 
and Thailand on external assistance registered a sharp decline. 

The second group includes four countries in South Asia, namely, 
Bangladesh, India, Nepal and Pakistan. With the exception of India, the 
domestic saving rate in all these countries is very low even in comparison 
with developing countries in other regions at a similar stage of develop- 
ment. In Bangladesh the saving rate during the 1980s averaged less than 
3 per cent, while in Nepal and Pakistan it averaged around 9 per cent. 
Moreover, none of these countries showed a distinct upward trend in 
saving. Even in India, where the saving rate was around 20 per cent, there 
was no perceptible improvement in saving since the beginning of the 1980s. 

Because of their low rate of saving, all the South Asian countries, with 
the exception of India, are heavily dependent on external assistance for 
meeting their investment needs. More than three fourths of total invest- 
ment in Bangladesh and more than half of that in Nepal and Pakistan are 
met through external assistance. These countries have not so far faced 
serious balance-of-payments difficulties largely because a very large part 
of external assistance has been provided either as outright grants or on 
highly concessional terms. In India external assistance constitutes only 
about one tenth of total investment. However, the share of external assis- 
tance has gradually risen in recent years and together with the hardening 
of the overall lending terms this has resulted in a growing debt-service 
burden which has become a serious concern for that country. 


Resource Position of Government Administration 


While there is no exact symmetry between the saving and investment 
gap and the budgetary deficits of governments, it is fairly correct to say 
that most of the external assistance in developing countries has been used 
directly to meet the budgetary shortfalls of governments. This is partly 
because most of the assistance provided by bilateral and multilateral 
sources is given with government guarantee and partly because most 
governments faced with financial stringency find external assistance an 
easier option than levying fresh taxation or cutting expenditures. lt is 
therefore not surprising that, with the exception of Indonesia, countries 
with a large saving gap are also the countries with a large gap in budgetary 
resources. 
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Table 2 shows that during the early 1980s all countries experienced 
budgetary deficits which were met either through external assistance or 
domestic borrowing. In the Republic of Korea and Thailand these deficits, 
however, steadily narrowed and by 1988 both countries had achieved an 
overall surplus which was used to repay external and/or domestic loans. In 
the Republic of Korea this was achieved mainly by a reduction in expendi- 
ture, and in Thailand total revenue as a percentage of GDP showed an 
increase while expenditure registered a decline. In Indonesia and Malaysia 
a sharp reduction in oil prices seriously affected the government revenues 
and, despite serious efforts to reduce expenditure, the budgetary deficit 
remained high. In the Philippines the efforts of the government to reduce 
expenditure did not meet with success and the overall deficit showed a 
continuously rising trend. It is noteworthy that in the Republic of Korea 
and all the Southeast Asian countries, net lending by government—mainly 
to public enterprises—has been consistently reduced over the years. This 
is a reflection of the declining importance of public sector enterprises in 
these countries. 

The four countries in South Asia shown in Table 2 present a very 
different picture. With the exception of Bangladesh, all these countries 
have made successful efforts at raising their revenues. However, their 
expenditures increased even faster with the result that all these countries 
suffered from very large and growing budgetary deficits which were met by 
heavy borrowing from domestic and external sources. As shown later, most 
of the increase in expenditure has taken place under current outlays, and 
the proportion of investment expenditure has in fact declined. As a result, 
virtually all these countries have reached a stage where even recurrent 
expenditures are being financed through borrowing. This is a serious 
situation which deserves urgent attention of the governments. 


Government Revenues 


The growing disequilibrium between revenues and expenditures faced 
by many governments needs to be tackled urgently by increasing revenues 
and reducing non-essential current expenditure. 


Principal Sources of Tax Revenues. In all countries current 
revenues are the primary source of government receipts. Capital receipts 
which arise primarily from the sale of government assets generally con- 
stitute an insignificant proportion of the total revenue. Therefore, the 
estimates of total revenue as a percentage of GDP given in Table 2 can be 
taken to represent the current revenues of each government. 

Tax revenues contribute an overwhelming proportion of total 
revenues and, as shown in Table 3, their share ranges between 70 per cent 
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Table 2: Total Revenue and Expenditure 
(Percentage of GDP) 











Country . 1980 1984 1988 
Bangladesh 
Total Revenue 9.4 9.2 9.4 
Total Expenditure 11.7 11.8 12.9 
(of which, Net Loans) (1.0) (0.9) (0.9) 
Surplus or Deficit (—) ; -2.3 -2.6 -8.5 
India 
Total Revenue 11.9 12.8 14.3 
Total Expenditure 18.7 20.7 22.4 
(of which, Net Loans) (3.8) (5.4) (4.9) 
Surplus or Deficit (—) -6.8 -7.9 -8.1 
Indonesia 
Total Revenue 21.4 21.0 17.2 
Total Expenditure 23.7 19.6 20.3 
(of which, Net Loans) (1.4) (0.8) (-0.2) 
Surplus or Deficit (-) -2.3 1.4 -3.1 
Korea, Republic of 
Total Revenue 18.1 17.4 18.3 
Total Expenditure 21.5 18.5 16.7 
(of which, Net Loans) (2.4) (2.2) (1.1) 
Surplus or Deficit (~) -3.4 -1.1 1.6 
Malaysia 
Total Revenue 26.4 25.9 20.2 
Total Expenditure 32.3 32.3 26.8 
(of which, Net Loans) (3.8) (4.8) (1.0) 
Surplus or Deficit (—) —5.9 ~6.4 —6.6 
Nepal 
Total Revenue 7.8 8.8 10.5 
Total Expenditure 14.2 18.2 19.9 
(of which, Net Loans) —0.1 (-0.2) (-0.2) 
Surplus or Deficit (—) —6.4 - - 
Pakistan 
Total Revenue 12.6 16.9 17.1 
Total Expenditure 22.7 23.5 24.3 
(of which, Net Loans) (5.2) (3.9) (3.6) 
Surplus or Deficit(—) -10.1 -6.6 7.2 
Philippines 
Total Revenue 12.9 10.4 13.4 
Total Expenditure 14.3 12.8 16.4 
(of which, Net Loans) (2.0) (2.6) (0.9) 
Surplus or Deficit (—) —1.4 -1.9 -3.0 
Thailand 
Total Revenue 14.5 15.7 17.1 
Total Expenditure 19.8 19.6 16.5 
(of which, Net Loans (0.7) (3 (0.4) 
Surplus or Deficit (—) -5.3 -3.9 0.6 





Source: International Monetary Fund, Government Finance Statistics Yearbook (Washington, D.C. 
various issues). 
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Table 3: Central Government Current Revenues 
(Percentage of Total) 














Other 


Non-Tax 


Taxes Revenue 





Taxes on 
Income, Domestic Taxes on 
Profits and Taxes on Interna- 
Capital Goodsand national 
Gains Services Trade 
117 33.2 31.5 
19.4 41.0 22.1 
14.6 35.3 30.3 
72.5 7.8 4.8 
55.9 24.5 5.6 
23.0 44.7 13.9 
30.3 37.3 14.0 
36.9 15.4 28.3 
32.2 18.0 17.3 
6.1 36.8 34.4 
8.4 36.1 31.1 
15.6 33.2 34.0 
11.9 33.0 31.0 
21.7 41.9 22.3 
21.5 37.5 24.5 
19.6 45.5 22.8 
19.9 46.3 22.9 





Country Year 
Bangladesh 1980 
1988 
India 1980 
1988 
Indonesia 1980 
1988 
Korea, Rep. of 1980 
1988 
Malaysia 1980 
1988 
Nepal 1980 
1988 
Pakistan 1980 
1988 
Philippines 1980 
1988 
Thailand 1980 
1988 
.. = not available. 


Sources: World Bank, World Development Report 1990 (Washington, D.C., 1990); and International 
Monetary Fund, Government Finance Statistics Yearbook (Washington, D.C., various issues). 


and 92 per cent. In general, the share of tax revenues is greater in the 
Republic of Korea and the Southeast Asian countries than in the South 
Asian countries. This is due largely to the greater role of public enterprises 
in the South Asian countries. 

Unlike industrial countries, direct taxes constitute a relatively small 
proportion of total taxes in the Asian developing countries. Within the 
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region, the share of direct taxes in total tax revenues is smaller in the 
relatively less-developed countries of South Asia than in the Republic of 
Korea and Southeast Asia. The Republic of Korea is the only country where 
the share of direct taxes has shown a marked improvement since 1980. The 
share of direct taxes is even higher in Indonesia and Malaysia due to the 
large weight of taxes on income from oil in these countries. However, in 
both countries the relative importance of direct taxes declined between 
1980 and 1988 due to a fall in oil income resulting from lower world oil 
prices. In the Philippines and Thailand the share of direct taxes remained 
virtually unchanged at about 22 per cent and 20 per cent, respectively, 
during the 1980s. 

In most South Asian countries direct taxes constitute a small and 
declining proportion of total tax revenues. In 1988 revenue from direct 
taxes ranged between 8.4 per cent in Nepal and 14.5 per cent in India. As 
shown in Table 3, between 1980 and 1988, the share of direct taxes fell from 
19.4 per cent to 14.5 per cent in India and from 15.6 per cent to 11.9 per 
cent in Pakistan. In Nepal, however, the share of direct taxes increased 
from 6.1 per cent to 8.4 per cent. 

Taxes on personal incomes and on company profits (corporation tax) 
are the two primary sources of direct taxes. In most countries revenue from 
personal incomes as a proportion of GDP registered a decline while that 
from corporation tax showed an increase. The slow growth in income tax 
relative to GDP reflects the low elasticity of this tax. This is somewhat 
surprising, given the progressive nature of this tax, which means that as 
incomes increase, tax revenue should increase even faster. In some 
countries the buoyancy of income tax, which includes the impact of discre- 
tionary changes in the coverage and rate structure, was even lower than 
its elasticity. This would suggest that the discretionary changes introduced 
in the reference period adversely affected the growth in tax revenues. 

The narrow tax base and widespread tax evasion are the two most 
important factors which explain the low yield from income tax. The nar- 
rowness of the base is due to high exemption limits, on the one hand, and 
liberal deduction allowed, on the other. In the South Asian countries where 
agriculture is the principal source of income, this income is not included in 
the tax base. In fact, a good deal of tax evasion is practised by declaring 
non-agricultural income as agricultural income. Because of various tax 
exemptions and deductions less than 1 per cent of the total population pays 
income tax. While the situation is somewhat better in the Southeast Asian 
countries in regard to the exemption limit, their income tax performance 
remains generally unsatisfactory. 

One of the major problems facing many countries in Asia is the 
widespread evasion of income tax and the emergence of a parallel economy 
which continues to grow unabated. This widespread evasion is the result 
of high tax rates and lax enforcement. The evasion is reported to be 
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particularly high in commercial and professional activities. Complex tax 
laws and legal loopholes encourage evasion. In recent years many countries 
have reduced tax rates to combat evasion. Although the impact of these 
measures has been positive, the magnitude of the problem still remains 
quite large. 

With the exception of Indonesia, indirect taxes constitute the main 
source of government revenues in virtually all Asian developing countries. 
Domestic taxes on goods and services—composed mainly of sales taxes and 
excise duties—and taxes on international trade provide most of the revenue 
from indirect taxes. Relative ease of collection and comparative invisibility 
has led many countries to increasingly rely on these taxes. 

Taxes on international trade are comparatively less important in the 
Republic of Korea and the Southeast Asian countries than domestic taxes 
on goods and services. This is despite the fact that international trade 
constitutes a much larger proportion of GDP in these countries than those 
in South Asia. This lower share is explained by the declining importance 
of export taxes, lower rates of import duties and growing diversification of 
their economies. In the South Asian countries the contribution of the two 
main sources in total indirect tax revenue was more or less equal 
throughout the 1980s. The exception was India where the share of import 
duties showed a large increase while that of domestic taxes declined. The 
relatively greater reliance on import duties in the South Asian countries is 
a reflection of both higher rates of import taxes levied by them and their 
low industrial base. 

Domestic taxes on goods and services are generally inelastic sources 
of revenue, and many countries have increased rates and extended the 
coverage of commodities to raise more revenues. These high rates have not 
only encouraged underinvoicing and evasion of taxes but have also led to 
various inequities and distortions which have adversely affected the com- 
petitiveness of domestic industries and the growth of industrial production. 
They also raise questions about the equity of the tax system when most of 
the revenues are collected through commodity taxes. The solution to some 
of these problems seems to lie in moving toward a value-added tax system, 
a subject discussed briefly later in this article. 


Non-Tax Revenues. Non-tax revenues include income to govern- 
ments from a large variety of sources, including revenue from fees for 
various services, fines and forfeitures, property income, documentary char- 
ges and interest and dividends from government undertakings. In 1988 
non-tax revenues provided between 10 per cent and 30 per cent of the total 
revenue. As a percentage of GDP, its share ranged between 1 per cent in 
Nepal and about 6 per cent in Malaysia. Except for Malaysia, the share of 
non-tax revenue in total government receipts is higher in the South Asian 
countries than in the Republic of Korea and the Southeast Asian countries. 
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In most countries, interest and dividends from government undertak- 
ings constituted the single most important source of non-tax revenue, 
accounting for between one third to two thirds of total non-tax revenue. 
The share was particularly high in Malaysia and all the South Asian 
countries. However, considering the massive investment made in these 
undertakings, the contributions are very small. With better management 
and pricing policies these enterprises could be a far greater source of | 
revenue to the treasury. l 

Similarly, fees and charges for various social and public services fixed 
decades earlier have not been revised in line with the rising costs. There 
is a need to establish a close relationship between the cost and the fees 
levied in respect of various services provided by governments. Subsidies, if 
any, should be provided only to the deserving sections of the population. 
This is particularly important in the case of education and health services 
which account for a major proportion of the total expenditure. 


Government Expenditures 


The trend in government expenditures during the 1980s, as shown in 
Table 2, greatly varied among countries. Here again the countries may be 
classified into two broad groups. In the more rapidly growing countries— 
Indonesia, Republic of Korea and Thailand—the expenditures increased at 
a much slower pace than the growth in revenues. On the other hand, in all 
the South Asian countries expenditures grew faster than revenues both 
absolutely and as a proportion of GDP. This resulted in widening budgetary 
deficits in these countries which, as mentioned earlier, were financed 
through growing reliance on domestic and external borrowing. 

It is worth noting that there is no correlation between the level and 
growth in government expenditure and the overall performance of the 
economy. In fact, countries such as the Republic of Korea, Malaysia and 
Thailand where expenditure as a proportion of GDP showed a decline 
performed better than the countries in South Asia where government 
expenditures were consistently rising. Also, a growing reliance on deficit 
financing to meet this expenditure has contributed to inflationary pres- 
sures in these countries. 2 . 

Table 4 provides a breakdown of direct government expenditure (ex- 
cluding loans) by major categories for 1980 and 1988. In most countries 
expenditure on economic services constitutes the single largest item of 
expenditure. The expenditure on education and health is much higher in 
the Southeast Asian countries and the Republic of Korea than in the South 
Asian countries. The comparison is, however, not strictly valid for India 
and Pakistan where most of the expenditure on social services has been 
incurred primarily by state governments and is not reflected in Table 4. 


~ 
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Table 5: Current Expenditure as Percentage of 














Total Expenditure 

Country 1980 1984 1988 
India 62.3 63.3 69.3 
Indonesia 49.8 53.9 73.4 
Korea, Republic of 68.0 76.0 80.2 
Malaysia 69.3 68.1 73.4 
Pakistan 63.6 73.3 74.9 
Philippines 70.0 64.3 81.0 
Thailand ` 74.1 79.2 82.6 








Note: Current expenditure data for Bangladesh and Nepal are not available. 


Source: International Monetary Fund, Government Finance Statistics Yearbook, vol. 13 (Washington, 
D.C., 1989). 


Within the total expenditure, the relative share of current expendi- 
ture has shown an upward trend, while that of capital expenditure has 
continued to decline. This is evident from Table 5 which gives the share of 
current expenditure in the total. Several factors are responsible for this 
trend. First, government bureaucracies have continued to pre-empt a large 
proportion of total expenditure while investment projects continued to face 
a lack of funds and shortage of qualified staff. Second, defense expenditure 
continues to account for a large proportion of total expenditure in many 
countries. Third, the interest burden on borrowed funds has continued to 
mount in many countries being as high as 40 per cent in the Philippines, 
29 per cent in Malaysia and 26 per cent in Nepal. Fourth, subsidies of 
various kinds absorb a substantial amount of government revenues. Since 
governments are not able to increase prices consistent with increasing 
costs, the cost of these subsidies continues to rise.: 

The items of expenditure mentioned above pre-empt most of the 
available revenue resources in many countries, leaving very little funds for 
repair, maintenance and upgrading of existing facilities. As a result, many 
of the existing facilities and services have greatly deteriorated, resulting 
in adverse effects on the economy. The problem is compounded by the fact 
that the income from the existing services does not meet even a small 
fraction of their total cost. At the same time, with the steady decline in 
investment resources, governments are finding it increasingly difficult to 
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provide the counterpart funds to match the assistance provided by external 
agencies. The liberalization of the terms of external assistance, including 
provision of local currency while providing temporary relief, makes the 
future problem of development financing even more difficult. 


Measures for Improving the Budgetary Position 


The analysis given in the previous sections shows that except in the 
Republic of Korea and Thailand the budgetary position remains difficult 
in most developing countries. The situation is precarious in most South 
Asian countries where not only the entire investment but a part of the 
current expenditure is being financed from domestic borrowing and exter- 
nal assistance. This situation cannot continue much longer. Every effort 
must therefore be made to reduce and eliminate the budgetary deficit 
through measures aimed at both increasing revenues and economizing 
expenditures. 


Improvement in Tax Revenues. In most Asian developing countries 
there seems to be considerable scope for increasing revenues from direct 
taxes, particularly through: (i) widening of the base and simplifying the tax 
system; (ii) improving tax administration; and (iii) more effective taxation 
of agricultural and urban property income. 

As noted earlier, the income tax base in most countries is very low, 
covering less than 1 per cent of the total population. The exemption limits 
in relation to the average per capita income are very high, but these have 
been raised even further on grounds of inadequate administrative 
machinery. While it may not appear practicable to reduce the exemption 
limits, revenues could be increased by taxing incomes on a global basis and 
removing deduction and exemptions which have no functional utility. This 
also applies to many of the concessions provided to the corporate sector 
whose cost to the treasury is very large but whose benefits to the economy 
are questionable. 

In many Asian developing countries, tax evasion remains widespread 
despite special tax drives and declarations of tax amnesties. The main 
solution to this problem lies in building an efficient information system and 
checking returns by matching information from different sources. Taxation 
of the self-employed— where evasion seems to be the greatest—poses an 
intractable problem. In such cases, the possibility of estimating potential 
income and levying tax on a "presumption basis" taking into account such 
factors as location and size of establishment deserves serious considera- 
tion. In regard to corporation tax, revenues could be increased through 
Stricter scrutiny of company returns and elimination of numerous deduc- 
tions and exemptions. 
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At present, agricultural incomes are very lightly taxed in Asia. In 
South Asia agricultural tax known as land revenue used to be a major 
source of government revenue. But over the years it has been reduced to 
an insignificant item of tax because of extensive concessions given over the 
years despite the fact that agricultural incomes have shown a large in- 
crease over the past two decades. There is an urgent need to increase 
revenue from land tax through an increase in rates and making it progres- 
sive in nature or by integrating with other incomes for purposes of income 
tax.? 

In the area of indirect taxes, simplification of the tax system should 
receive the highest priority. Multiplicity of the points of levy and a wide 
range of taxes on inputs and outputs not only increase the cost of domestic 
output but also introduce distortions in the prices of various products. 
Some countries have already recognized this need and have adopted the 
value-added tax as a substitute for domestic commodity taxes. This is a 
Step in the right direction and should be followed by other countries. 
Ideally, there should be one rate of value-added tax but, in order to 
differentiate between essentials and luxuries, it may be necessary to have 
two rates. The basic thrust of the reforms in indirect taxes should be to 
encourage domestic production, simplify lengthy bureaucratic procedures 
and correct market distortions, thereby improving the competitiveness of 
domestic products. 


Economies in Expenditure. While it should be possible to increase 
revenues through the abovementioned and other reforms of the tax system, 
it has to be recognized that the scope for bringing about major tax improve- 
ments is limited, given the existing high rates of taxes, the administrative 
constraints and the social and political environment prevailing in many 
countries. It is therefore essential to seek all possible ways of reducing 
expenditures without impairing the quality of services provided by the 
governments. In fact, the quality of government services is rather poor in 
many countries and needs to be improved further. 

All possible steps should be taken to reduce the bloated bureaucracies. 
Departments and offices which have outlived their purpose and usefulness 
should be abolished, and productivity of the remaining departments could 
be improved through rationalization of administrative and staff resources. 
A thorough review should be made of expenditures incurred in the form of 
grants, transfers and subsidies. Transfer of government funds often pro- 
vide an easy avenue for political patronage, while subsidies have become a 
major drain on the budgets. These expenditures need to be identified, 
quantified and subjected to rigorous cost-benefit tests. 


2. Kedar N. Kohli, "Financing Public Sector Development Expenditure: The Asian Experience", Asian 
Development Heview, vol. 5, no. 2 (1987). 


The Role of Fiscal Policy in Asian Economic Development 55 


Many services involving massive investment costs such as irrigation 
and transport are operated by government departments. In several 
countries no charges are levied for irrigation water, while in others water 
charges are not adequate even to cover the maintenance cost of existing 
facilities. This not only adds to the budgetary difficulties but also leads to 
inefficient and wasteful use of water. Similarly, railway fares and road user 
charges do not cover the cost of operations. As a result, the quality of 
services is poor and the transport infrastructure has become a major 
bottleneck in the economic growth of several countries. There is an urgent 
need to raise fees and rates in these sectors so that both the quality and 
quantity of government services can be improved to meet the growing 
requirements of each country. 


Performance of Public Sector Enterprises 


This brings us to public sector enterprises (PSEs)—comprising 
departmental enterprises, statutory cooperatives and companies and joint 
ventures with government having a controlling share—which play an 
important role in all the countries in this discussion. The share of PSEs in 
total gross domestic capital formation (GDCF) in the mid-1980s varied 
between 15 per cent in Thailand and about 40 per cent in India and 
averaged about a third of total investment in the countries included in this 
discussion. 

The performance of individual enterprises greatly varies in all the 
countries. Some of them have excellent performance records. However, the 
overall performance in virtually all the countries is unsatisfactory and 
much below that of the private sector. This is particularly true if profits of 
oil-producing and refining enterprises are excluded. For instance, in 
Bangladesh the rate of return of public sector industrial enterprises was 
0.4 per cent in 1985/86, and in India net profits as a percentage of capital 
employed in public manufacturing and service enterprises was 2.8 per cent. 
The position looks much worse in India if oil companies are excluded. 
Similarly in Indonesia the rate of return on assets of 142 non-financial 
enterprises (excluding oil corporations) was about 1 per cent in 1985. Since 
the saving performance of most PSEs is poor, they continue to depend 
heavily on the government for their investment. In many cases, the net 
worth of PSEs is negative, and continuing losses are met through borrowing 
from the government.? 

There are several reasons which account for the poor performance of 
publie sector enterprises. Many of the problems have their origin in the 


3. Vito Tanzi, "The Public Sector in the Market Economies of Developing Asia", Asian Development 
Review, vol. 5, no. 2 (1987). 
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multiplicity of objectives and the lack of clarity about the rationale of public 
ownership. Several conflicting objectives such as greater employment, 
regional development, stabilization of prices, generation of surpluses to 
raise saving and the setting up of industries which are capital intensive 
and vital to national interest have been put forward for the establishment 
of PSEs. But as it has been rightly said: "having a plethora of objectives is 
equivalent to having no objectives".* And the existence of these conflicting 
objectives provides an easy excuse for the poor performance of PSEs. 

Several important factors have been identified for the poor perfor- 
mance of PSEs. In several countries there is no effective institutional 
mechanism for monitoring performance of PSEs and formulating and en- 
forcing efficiency norms. In other cases, there is a diffusion of authority, 
and excessive and wasteful paperwork has to be undertaken by PSEs. For 
instance, in the Philippines, a corporation had to file and submit at least 
393 forms during one year. 

Another common source of weakness of PSEs, particularly in the 
South Asian countries, is a lack of professionalism among key personnel. 
Most positions at the level of the board of directors are filled by public 
figures and government officials. The lack of professionalism is often the 
outcome of dominance of power group interests in the operation of PSEs. 
Appointments to the board of directors or to senior positions are a way of 
distributing patronage. Much of the time of senior officials is spent in 
satisfying the needs of their superiors with serious adverse effects on the 
efficiency and productivity of the enterprises. 

Inadequate autonomy and absence of a proper system of incentives 
linked with performance are also major contributing factors to the poor 
performance of public enterprises. Most executives have virtually no 
freedom to determine the product-mix or the prices of their products or to 
make any significant changes in the scale of their operations. In fact, they 
have to wait on bureaucrats in ministries for approval of even minor 
matters. This slows down the decision-making process which consequently 
leads to delays, cost overruns and overall inefficiency of operations. Senior 
managers have no motivation to effect improvements because of the ab- 
sence of a system of reward for good performance and punishment for 
serious errors. 

Inappropriate pricing policy is perhaps the single most important 
factor responsible for the poor performance of PSEs. In order to achieve the 
social objectives of providing essential goods and services at low prices, 
governments have often fixed prices below cost. It has been observed that 
such underpricing does not benefit the target population but the better-off 
sections of society. Since commercial profitability criteria cannot be used 
when products are subsidized, it becomes difficult to objectively evaluate 


4. Leroy Jones, ed., Public Enterprises in Less Developed Countries (Cambridge University Press, 1982). 
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the performance of those enterprises. Also, the fixing of prices below cost 
has in many cases led to poor maintenance of existing facilities and 
deterioration in the quality of goods and services, thereby hurting the 
interest of those whom the PSEs were intended to benefit. 

Itis important to recognize that PSEs which incur losses cannot fulfill 
any social objective since their survival is in jeopardy. A comparative study 
of the performance of public enterprises undertaken in India clearly indi- 
cated that enterprises which were profitable and were generating healthy 
surpluses were precisely the ones which followed forward policies of attain- 
ment of social objectives.9? Generation of profits should therefore be clas- 
sified as a major social objective. If one of the main problems of developing 
countries is the lack of resources for further development, then clearly any 
contribution made to the pool of resources is a social contribution. On the 
other hand, any withdrawals from the pool of national resources to meet 
the losses of public enterprises would, in the long run, be socially irrespon- 
Sible. In the case of government monopolies, it is essential to ensure that 
the physical operations are efficient and profits are not made through an 
escalation of costs and prices. 

As a corollary, it follows that PSEs that are chronically inefficient 
with a long record of losses should either be sold to the private sector or be 
closed down. In several countries the need for such action has been accepted 
but has not been put into practice on any significant scale. A bold and 
imaginative step in this direction is urgently required. 


Privatization of Public Enterprises 


This leads us to the issue of privatization of PSEs which has been a 
subject of considerable debate in recent years. The debate is often clouded 
by ideological overtones. It ranges from the view that since the public sector 
has performed badly and the prospects of improvements are limited, it 
should withdraw from the business of running enterprises to the view that 
the grounds on which public enterprises were initially established still 
remain valid, and that the public sector should continue to play a leading 
role in promoting investment. In most cases, the countries are taking a 
middle position. It is by now generally agreed that the public sector has no 
good reason to operate in areas such as the manufacture of consumer goods, 
trade, tourism and the hotel industry. At the same time, it is widely 
accepted that monopolies such as railways, power, water supply and irriga- 
tion services are best left to the public sector and that means must be found 
to improve their performance. 


5. Z.U. Ahmed, Financial Profitability and Losses in Public Enterprises of Developing Countries 
(Ljublijana, Yugoslavia: International Center for Public Enterprises in Developing Countries, 1982), p. 65. 
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It may be mentioned that privatization in the wider sense can be 
achieved through various ways. These include: (i) permitting the private 
sector to enter areas previously reserved exclusively for the public sector; 
(ii) permitting private ownership of public enterprises through sale of 
shares; (iii) management contracting; and (iv) complete transfer of owner- 
ship to the private sector. 

In recent years various attempts have been made to privatize PSEs, 
but the success in that direction has been limited. This is due to several 
factors, including political pressure, opposition from labor unions, loss- 
making nature of the enterprises and inadequately developed capital 
markets. The limited experiments in management contracting have been a 
failure. The scope of privatization lies mainly in selling shares of profit- 
making PSEs to the private sector and permitting the private sector to 
enter in areas previously reserved for the public sector. Some countries 
have taken steps in these directions but much more needs to be done. 


Conclusion 


This article indicates that the nine Asian developing countries in- 
cluded in this discussion started the 1980s with fiscal deficits. While the 
Republic of Korea and Thailand have recently achieved budgetary 
surpluses, the other countries continue to face large-scale fiscal deficits. In 
the Southeast Asian countries, these deficits have been mainly due to the 
loss in revenues resulting from the fall in prices of their major exports. In 
the South Asian countries, the budgetary deficits have been primarily due 
to escalating current expenditures. It is neither feasible nor desirable to 
have an excessive reliance on domestic and external borrowings to meet 
fiscal deficits. There is an urgent need to introduce greater fiscal discipline 
through higher taxation and economies in expenditures. 

The poor performance of public enterprises has greatly contributed to 
budgetary problems. This article has suggested various steps that might 
be taken to improve the performance of PSEs. The overall performance will, 
however, not show any major improvement unless PSEs face a healthy 
competition from the private sector, are operated on commercial principles, 
are free to determine the prices of their products and are made to close 
down if they show persistent losses. Some governments have liberalized 
their policies regarding private sector participation in areas previously 
reserved for the public sector. The international institutions and bilateral 
donors should assist the Asian developing countries in accelerating this 
process. 


Monetary Policy in 
Asian Economic Development 
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Pichit Patrawimolpon, and 
Mathee Supapongse* 


he purpose of this article is to: (i) examine the conduct of monetary 
policy in selected Asian economies; (ii) trace the economic develop- 
ment and structural changes which interact with the effectiveness 
of monetary policy; and (iii) seek an appropriate development path 
for monetary authorities in facilitating sustained economic growth with 
stability under rapidly changing world and regional economic conditions. 

In order to set a theoretical context for the experiences of the countries 
concerned, the underlying principle of monetary policy should first be 
defined. The monetarist approach, or more specifically, the quantity theory 
of money, is essentially the distinction between the nominal and the real 
quantity of money.! The nominal quantity of money is determined by 
conditions of supply while the real quantity of money is determined by 
conditions of demand. 

The demand for money is best expressed as a demand for a given 
amount of purchasing power or real money balances which depends on real 
wealth or income, the cost of holding money (calculated from the rate of 
return on money vis-à-vis other assets, e.g., the real return on the com- 
ponent of money that does not bear interest is the negative of the rate of 
price changes, which is why inflation and inflationary expectations play 
such an important role in monetarist analysis), and the taste variable, e.g., 
the degree of instability anticipated in the economy. Although the factors 
affecting supply and demand are interrelated, they are also largely inde- 
pendent of one another. 





* Deputy Director, Economist, and Economist, respectively, Department of Economic Research, Bank of 
Thailand. The views expressed in this article are those of the authors and should not be attributed to the 
authorities concerned. 

1. M. Friedman, "Monetarism in Rhetoric and in Practice", in Monetary Policy in Our Times, ed. A. Ando 
et al. (Cambridge, Mass.: MIT Press, 1985). 
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Further, monetarist analysis also suggests that any changes in the 
nominal quantity of money that are anticipated will only result in 
inflationary and other expectations. Unanticipated changes in the quantity 
of money, on the other hand, will not lead to inflation but will affect total 
nominal spending, primarily on output, within some 6-9 months. The 
impacts on prices will not take place until 18-24 months later. However, 
the cyclical reaction pattern in both output and prices tends to last for a 
considerable period. Besides, unanticipated money supply shock will also 
affect interest rates by first lowering the rates through a liquidity effect 
but later raising the rates as the increase in nominal spending and the 
increased demand for credit follow the monetary growth and the rising 
anticipated rates of inflation. 

The effectiveness of monetary policy will normally depend on a num- 
ber of factors, including the degree of development of financial markets and 
instruments, and the openness of the financial system. For example, within 
the context of an open economy, the extended monetary approach postu- 
lated that the effectiveness of monetary policy will generally increase with 
exchange rate flexibility. In the Mundell-Fleming model, for instance, a 
tight monetary policy will depress the domestic economy, through a rise in 
the domestic interest rate and together with the appreciation of its ex- 
change rate. If an expansionary policy is pursued abroad, there would be a 
rise in the foreign and domestic interest rates as well as the depreciation 
of the domestic currency. In addition, several studies found that with the 
globalization and internalization of financial markets, both the long-term 
and short-term interest rates in various countries are now more correlated 
than in the past. In particular, a long-run real shock from abroad has 
repercussions for both real and nominal interest rates despite the floating 
exchange rate system. A study concluded that the monetary authorities 
may not be able to fine-tune or to focus on interest rates in the short-run 
implementation of a long-run oriented policy.” 


Overview 


During the mid-1970s the degree of financial market development and 
sophistication varied widely among countries in the Asian and Pacific 
region. Because of the diversity of historical backgrounds, stages of 
: economic development and financial market environments, the Asian 
economies offer a wide spectrum of examples of the conduct of monetary 
policy in response to these forces. Some economies, notably Hong Kong and 


2. J.H. Beebe, “International Financial Integration and Monetary Policy: The U.S. Experience” (Paper 
presented at the Ninth Pacific Basin Central Bank Conference on Economic Modelling, 21-25 January 
1991, Bangkok). 
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Singapore, possessed relatively free financial environments and well- 
developed financial markets. At the other end of the spectrum were 
economies with heavily regulated financial systems, such as the People's 
Republie of China and Myanmar. 

Notwithstanding this diversity, in the early 1960s the financial sys- 
tems of almost all countries in Asia were characterized by one or more of a 
range of restrictive financial measures, including interest rate regulations, 
credit allocation controls, explicit and implicit taxes on financial institu- 
tions, and international capital controls. In particular, in countries with a 
centrally planned economic system, the banking system might be nation- 
alized and the banking activities might be integrated into the credit plan 
under a monobank system. These policy measures have caused fragmenta- 
tion and underdevelopment of the financial markets as well as chronic 
instability and sluggish economic development. 

Interest rate regulations generally involved ceilings on deposit and 
loan rates while credit controls included quantitative restrictions on lend- 
ing by financial institutions, as well as measures that encouraged loans 
and central bank's rediscounting facilities at subsidized rates to priority 
sectors. 

Besides, the domestic financial system was also treated as an impor- 
tant source to finance fiscal deficits. In many cases, constraints on the 

ability to raise revenue from conventional sources (such as income, sales 
and property taxes) resulted in a persistent fiscal deficit. Further, the 
underdevelopment of the capital market necessitated required purchases 
of government debt by the banking system through liquidity ratios, reserve 
requirements and other conditions. Implicitly, this enabled access to bank 
credit at low cost to the public sector. Moreover, central bank purchases of 
government securities through money creation also served as a major 
means of financing government expenditures while taxes on financial 
transactions and on the income of financial institutions also provided a 
source of government revenue. 

As for international capital, controls on both inflows and outflows 
were intended to prevent financial institutions from evading domestic 
financial controls by undertaking transactions in external markets. Never- 
theless, wherever the exchange controls are stringent, the exchange rates 
are mostly out of equilibrium that encourage parallel markets and deprive 
the government of both revenue and foreign exchange receipts. These 
encourage capital to move out while discouraging the inflow of capital. 

The rigorous control measures were employed by authorities to affect 
private savings-investment flows through their influence on the flow of 
credit and to finance government expenditures by extracting seigniorage 
through money creation and regulation of the financial sector. Such 
measures signified the burden the financial sector had to bear as the fiscal 
expansion was out of control. 


62 Asian Development Review 


Since the mid-1970s, however, almost all countries 1n the region have 
undertaken steps to liberalize their domestic financial systems and to 
remove restrictions on international capital flows. Some countries chose to 
relax interest rate controls on bank deposits, lower reserve requirements 
and liquidity ratios, and eliminate rules over the allocation of credit or 
provision of special credit at preferential rates while others have sought to 
encourage development of new financial instruments, with open-market 
determined interest rates. Of course, those countries with the least restric- 
tive financial environments to begin with have undergone relatively less 
change. 

As a consequence, the conduct of monetary policy in these countries 
has shifted away from heavy regulation of financial institutions and 
markets toward more market-oriented policies. These have implications on 
the setting of the monetary targets as the liberalization and inter- 
nationalization of the financial markets blur the traditional monetary 
aggregates. Some countries were prompted to redefine the monetary ag- 
gregates while others cast doubt on the meaningfulness of strictly pursuing 
a firm control on the monetary targets. 

The forces that have prompted these changes included, first, the rapid 
advances in communications technology that helped break down both 
domestic and international financial market barriers. Further, the exter- 
nal macroeconomic developments also made it increasingly difficult to 
maintain a tightly regulated financial system. In particular, rising foreign 
interest rates have stimulated the demands of domestic investors for 
higher returns on financial assets and intensified pressures for reductions 
in exchange and capital controls. 

Second, inflationary pressures in the 1970s had rendered regulated 
interest rates increasingly ineffectual since inflation in the presence of 
interest rate ceilings lowered real returns and increased incentives of 
domestic savers and investors to seek higher return investment vehicles 
abroad. In addition, large changes in oil and commodity prices had also 
caused many economies in the region to allow greater exchange rate 
flexibility. 

Third, financial reforms were also motivated by a desire to improve 
domestic economic efficiency. The desire to lessen the government's role in 
directing resource allocation and to permit market forces to reduce domes- 
tic distortions and inefficiencies was thus an important factor in the 
liberalization process for many countries. 

Fourth, because liberalization of financial markets also eroded the tax 
and seigniorage revenue extracted from the financial sector, those coun- 
tries faced with the need to market growing amounts of government debt 
found it desirable to reform their domestic financial systems in order to 
raise the capacity of commercial banks and private securities markets to 
absorb the debt. Further, the growing independence of monetary 
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authorities implied that fiscal authorities were compelled to place less 
reliance on money creation as a means to finance budget imbalances. Thus, 
to increase the incentives of private financial institutions and investors to 
acquire this debt, financial reform was deemed necessary. 

Fifth, the development of new financial instruments and markets to 
circumvent traditional monetary controls has also led many countries to 
step up control in the hope of maintaining the effectiveness of monetary 
policy. The efforts of monetary authorities to control both the rate of credit 
creation and interest rate levels have, in turn, generated market forces 
which triggered financial liberalization even further. For example, because 
bank deposit rates were often arbitrarily set by the monetary authorities 
in most Asian countries in the mid-1970s, inflationary monetary creation 
drove private savings from the regulated banks to financial institutions 
and markets that lay outside these controls. In time, the acceleration of 
financial disintermediation led to the growth of unregulated financial 
markets and non-bank institutions, thereby reducing the effectiveness of 
monetary policy. To forestall financial disintermediation, monetary 
authorities in a number of countries sought to prohibit unregulated finan- 
cial institutions and markets from emerging. However, this restriction 
impeded the development of financial markets and institutions in those 
countries which eventually had to be removed or reduced. 

In other instances, bank loan rates which were set by national 
authorities in order to ensure low-cost financing under inflationary condi- 
tion had resulted in excess demand for bank credit and impetus for the 
development of alternative channels of financing and thus heightened the 
need for liberalization. 


Experience of Selected Economies 


Nevertheless, as the international integration of financial markets 
progressed, different economies experienced varying degree of success with 
monetary policy and financial liberalization. 


People's Republic of China.? Monetary policy in the People's 
Republic of China during the mid-1970s was one of the least market- 
oriented in the region. Prior to 1980 its monetary policy consisted of 





3. This section is based on R.F. Emery, "Monetary Policy in Taiwan, China", in Monetary Policy in Pacific 
Basin Countries, ed. H. Cheng (Boston: Kluwer Academic Publishers, 1988); H. Cheng, "Monetary Policy 
and Inflation in China", in Monetary Policy in Pacific Basin Countries, ed. H. Cheng (Boston: Kluwer 
Academic Publishers, 1988); Central Bank of China, "The Taiwanese Central Banks' Operations in 1989", 
BIS Review No. 155 (1989), pp. 5-9; and C. Yuan, L. Bochnan and Z. Fengming, "The Development of 
China's Financial Market: Review and Prospect" (Paper presented at the Ninth Pacific Basin Central 
Bank Conference on Economic Modelling, 21-25 January 1991, Bangkok). 
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accommodating the decisions of economic planning authorities concerning 
the budget deficit, enterprise capital formation, and the nation's exports 
and imports. As prices and output were set by the planning authorities, 
there was no room for active monetary policy for affecting aggregate 
economic activity. 

Nevertheless, monetary policy is undergoing substantial changes as 
the nation undertakes drastic economic reforms to move away from a rigid 
planned economy to one that is more market-oriented. In the process, a 
central bank has emerged, and state-owned banks have been allowed to 
engage in deposit taking and business financing under the central bank's 
close administrative controls. À rudimentary interbank money market has 
emerged, but there is as yet no significant open money market. 

The country is still in an early stage of development of a market- 
oriented banking system. Correspondingly, the conduct of its monetary 
policy is still far short of being as market-oriented as in other economies 
in the region. Nevertheless, given the direction of economic reform in the 
last ten years, monetary policy in the People's Republic of China is already 
assuming an important role in macroeconomic stabilization that it did not 
have under the old regime. 

The persistent, strong inflationary pressure has presented policy- 
makers with a serious dilemma. On the one hand, economic reform giving 
farmers and enterprise managers more autonomy in making production 
decisions has brought on a prosperity and improvement in the standard of 
living the populace has not seen in recent decades. On the other hand, a 
nationwide spending spree has been unleashed that has thus far resisted 
restraint and has threatened to result in accelerating inflation and des- 
tabilizing the economy. On the successful resolution of this dilemma hangs 
the future of economic reform. 

In essence, there are two ways to bring down inflationary pressure in 
any economy: one is by direct control on spending and the other, through 
regulation of financial flows. Which of the two is better suited to an 
economy depends on the organizational structure of that economy. In the 
People's Republic of China before 1979, national spending was controlled 
directly by economic planning. Finance played a passive role to accom- 
modate and facilitate national spending in accordance with planning. When 
planning went awry and there was excessive national spending, as during 
the Great Leap Forward in the late 1950s, the economy was awash with 
money; inflationary pressures were rampant. The authorities had only to 
balance the government budget and order the enterprises to reduce invest- 
ment spending. Excess liquidity soon dried up, and there was no inflation. 

Since 1979 the People's Republic of China has moved a considerable 
way from the command-economy model and has given more autonomy in 
production decisions to enterprises, without altering the basic structure of 
the economy. Although the scope of mandatory planning has been substan- 
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tially reduced, the same economic planning power structure continues to 
regulate prices, restrict labor mobility, approve bank credits, and decide 
who gets what essential, scarce inputs and in what quantities. Since the 
management is still subject to virtually the same set of external constraints 
as before, it can no longer be held responsible for the enterprise's profit or 
loss than before the reform. 

This ambiguity of financial responsibility is compounded by a lack of 
bankruptcy law and social safety net for unemployed workers. Local 
authorities, including bank branches, have been obliged to sustain money- 
losing enterprises under their jurisdictions through budget subsidies or 
through uncollectible bank loans. Under this "soft budget" condition, which 
prevails in all planned socialist economies, a shift from fiscal financing to 
bank financing can hardly be expected to enhance the sense of financial 
responsibility and restrain excessive spending. 

Unlike heads of farm households, the managers of urban enterprises 
are essentially government employees who have been appointed to carry 
out the government's orders and to look after the welfare of the workers 
and their families. There is no clear identification of enterprises' interest 
with that of either the managers’ or the workers’, as has been the case with 
farm households. Once given autonomy over the enterprises’ operations, 
the managers have been tempted to raise wages and bonuses to keep 
workers happy and to replace all dilapidated structures and antiquated 
equipment with new ones, so long as financing is available. 

The reform shifted enterprise financing from the government budget 
to a combination of enterprises’ own funds and bank lending—a situation 
nearly akin to that which prevails in market economies. Fiscal discipline 
is no longer a sufficient condition for macroeconomic stability; in addition, 
there must be effective monetary control. Yet the monetary system is not 
adequately equipped to do the job. Central banking began its separation 
from commercial banking only about the same time as urban reform. 
During 1984 the separation was more in name than in substance. Since 
banks operated for decades only to accommodate decisions made by econ- 
omic planning authorities, the nominal separation of the central bank and 
specialized banks made little difference in the system's mode of operation. 
Given the strong enterprise demand for credit, the shift from fiscal financ- 
ing to bank financing made a rapid growth in enterprise lending almost 
inevitable. 

The situation was further aggravated by a process of decentralization 
that began in the early 1970s during the Cultural Revolution (1966-1976), 
when the central government structure was seriously affected. Although 
political stability was re-established in the late 1970s, the center for 
political power became much more diffused than before. In the national 
economic planning structure, the provincial and municipal economic 
authorities possess powers over the economic and financial affairs of their 
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regions far beyond what is conceivable in market economies. Since regional 
economic interests are not always consistent with the national interest, the 
provincial or municipal branches of the People's Bank of China or of the 
specialized banks were often put in an untenable position with regard to 
lines of authority. 

Under these conditions, it is doubtful that traditional market-oriented 
monetary policy instruments—such as reserve requirement and discount 
policy—would be useful additions to the arsenal for monetary control. In 
market economies, the central bank's actions to reduce bank reserves 
would tend to raise interest rates and contract national spending through 
reduced investment demand. In the People's Republic of China interest 
rates do not respond to reserve changes; even if they did, investment 
demand would not likely decline, given the soft budget conditions. A 
reduction in bank reserves would then be equivalent to a lowering of the 
bank credit ceiling in its effect on aggregate spending. 

Moreover, having both the reserve requirement and direct credit 
controlin a central bank's arsenal involves a redundancy. The two operate 
on the two sides (assets and liabilities) of the banking system's consolidated 
balance sheet, and by construction, the two sides must always be equal. At 
a given time, only one of the two instruments is likely to be binding: if direct 
credit restraint is binding, the reserve requirement must be redundant; if 
the reserve requirement is binding, there must be no need for direct credit 
restraint. Only by sheer accident would the two restraints be exactly equal. 

It is not clear which of the two has in fact been binding. However, it 
appears that from 1985 to 1987, the authorities relied primarily on direct 
controls to restrict bank lending. In early 1988, however, in the interest of 
inducing the banks to be run as autonomous businesses, banks were 
allowed to increase lending to the extent that they could attract additional 
deposits. Since competition for deposit was still quite limited, and banks 
could create deposits at will with no fear of deposit leakage, the policy 
change amounted to a significant weakening of credit control. It appears 
that monetary control would have depended on the central bank's ability 
to limit total reserve growth. 

Ultimately, what is binding on the effectiveness of monetary policy is 
not the lack of policy instruments, but the institutional framework in which 
monetary policy is conducted. Economic reform has given the monetary 
authorities in the People's Republic of China greater responsibility for 
restraining national excessive spending. However, for any monetary policy 
instrument, whether credit control or the reserve requirement, to be effec- 
tive, it is critical that the monetary authorities be sufficiently free from 
political pressures at the national or local levels to accommodate all the 
spending decisions approved by the political authorities. 

At present, although mandatory plans are no longer used for the 
management of credit funds, the mobilization and distribution of credit 
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funds are still carried out according to plans that are drawn up by special- 
ized banks and other financial institutions and are authorized by the 
People's Bank of China for implementation. In order to get around such 
based-on-planning credit funds management system, the authorities are 
attempting to alter the administrative relationships between the central 
bank and specialized banks. In particular, attempt is made to increase 
"enterprization" and autonomy of specialized banks while the interbank 
market is being liberalized and expanded to increase efficiency. 

Unfortunately, it appears that this condition is not likely to be fulfilled 
in the near future. However, the progress in industrial reform to 
strengthen the enterprises! financial accountability will eventually en- 
hance monetary policy as an effective tool for restraining excessive national 
spending. 


Hong Kong and Singapore.^ During the mid-1970s the monetary 
policy regimes of Hong Kong and Singapore were undoubtedly among the 
most market-oriented in Asia in the sense that authorities intervened very 
little in the operation of financial markets and in the determination of the 
money supply. 

Hong Kong, in particular, was (and still is) unique in that it did not 
have a central bank, even though it had its own currency. The regime relied 
entirely on the market to determine the volume of currency issue. The 
volume of base money (currency) issue was regulated by requiring the two 
currency issue banks to acquire full backing of currency issue in the form 
of Certificates of Indebtedness of the Government Exchange Fund. These 
Certificates of Indebtedness were issued freely on demand. Without a 
central bank, there was thus no active monetary policy for influencing the 
level of domestic economic activity. 

In 1975 Singapore had similarly ceased using administrative direc- 
tives for conducting monetary policy. Instead, the Monetary Authority of 
Singapore relied on market forces in conducting monetary policy. Currency 
issue of the Currency Board was fully backed by its holdings of foreign 
exchange. By pegging the Singapore dollar to a basket of currencies, the 
monetary authorities relinquished some control over the domestic money 
supply as well as domestic interest rates. However, in contrast to Hong 
Kong, where there was no active monetary policy to influence domestic 
economic activity, the currency peg in Singapore was adjusted to offset 
inflation. Through its effects on tradable goods prices, the exchange rate is 
considered to be an extremely powerful instrument for influencing con- 





4. This section is based on R. Moreno, "Exchange Rates and Monetary Policy in Singapore and Hong 
Kong", in Monetary Policy in Pacific Basin Countries, ed. H. Cheng (Boston: Kluwer Academic Publishers, 
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sumer price inflation and, through this channel, wages and the gross 
national product (GNP) deflator. Although the value ofthe Singapore dollar 
is determined with reference to an undisclosed basket of currencies, it has 
been allowed to appreciate in nominal effective terms by almost 10 per cent 
since early 1988 in order to combat inflationary pressures. 

Since the mid-1970s, not surprisingly, the least changes have taken 
place in Hong Kong and Singapore where the market pressures for changes 
were also the least. The only significant policy shift in Hong Kong occurred 
in 1983 when it changed from floating to fixed exchange rate, thus securing 
an anchor for its currency issue. This shift reflected Hong Kong's recogni- 
tion that in a regime without a central bank, the market could not be relied 
on to determine both domestic interest rates and the exchange rate without 
risking monetary instability. By pegging its currency to the U.S. dollar, 
Hong Kong reverted to a regime that had prevailed prior to 1972, when its 
currency was on a sterling standard. 

Hence, from the first quarter of 1971 to the fourth quarter of 1985, the 
average real growth of gross domestic product (GDP) of both Singapore and 
Hong Kong was approximately the same, i.e., a little over 8 per cent. Both 
economies exhibited resilience in the face of external shocks, as they 
rebounded strongly after the first oil shock. There is a close correspondence 
in the cyclical patterns of growth, indicating the strong sensitivity of both 
economies to similar external markets. 

Nevertheless, inflation over the period 1971-1985 was significantly 
lower in Singapore than in Hong Kong. In particular, between 1975 and 
1983, when Singapore pursued a "strong currency" policy while the Hong 
Kong dollar was floating, Singapore's inflation averaged 3.9 per cent, less 
than half of Hong Kong's average inflation of 8.8 per cent. Both economies 
experienced transitory increases in inflation following the 1973 and the 
1979 oil shocks and subsequent disinflation in the 1980s. However, Hong 
Kong's inflation rate rose much more than Singapore's in the late 1970s, 
and did not fall as much in the 1980s. Yet, GDP growth in Singapore has 
lagged behind Hong Kong's in the past few years. The decline in Singapore's 
growth reflected the impact of fiscal contraction, a high wage policy and a 
strong currency in Singapore over the 1980s. 

In 1989 the weak demand from the People's Republic of China, Hong 
Kong's biggest export market, and run-down production resources led to 
weaker than expected performance. Yet, this slowdown in activity helps 
lower inflation pressures as Hong Kong's population seems to be shrinking 
due to emigration. In Singapore, however, an ever tightening labor market 
and some upward pressure on prices are about the only problems. Exports, 
on the other hand, remain on a steady upward path, direct foreign invest- 
ment continues strongly, and the construction and tourist industries 
remain buoyant. Looking ahead, a priority for Singapore's exchange rate 
policy is to reduce consumer price inflation to about 2 per cent. In this 
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regard, the authorities expected that exchange rate policy would have to 
respond to continuing pressures from foreign inflation as well as domestic 
wage increases. The authorities cautioned, however, that exchange rate 
policy could not indefinitely offset the effect of higher wages on inflation. 
Moreover, the need for any further appreciation of the Singapore dollar to 
contain inflation would have to be balanced against its adverse effects on 
competitiveness. 


Indonesia. During the mid-1970s Indonesia; Republic of Korea; and 
Taipei, China differed from Japan in that their banking systems were 
dominated by state-owned banks, which, though operating as separate 
profit centers, carried out the central banks' policy edicts.9 Thus, although 
all three had essentially private-enterprise, market economies (with vary- 
ing degrees of government industrial intervention), their conduct of 
monetary policy was the least market-oriented among most Asian 
economies, except the People's Republic of China. 

Since the mid-1970s Indonesia, in a dramatic leap, has abandoned all 
its direct controls in both the domestic and financial markets and the 
foreign exchange market as instruments of monetary policy. It has also 
floated its exchange rate. Under this strategy, it has carefully nurtured the 
growth of domestic money markets by issuing large volumes of central bank 
certificates and establishing institutions to ensure the liquidity of the new 
instruments in secondary markets. 

As a result, domestic money markets have developed sufficiently for 
the central bank to engage in open-market operations in domestic 
securities in order to supplement operations in the foreign exchange 
market. In fact, the financial reform initiated by the Indonesian authorities 
has been highly successful. In addition to assisting the achievement of 
external balance objectives, the reform measures have promoted the 
growth and integration of the money market, encouraged competition and 
efficiency in banking and enhanced Bank Indonesia's technical ability to 
control reserve and monetary aggregates. This latter ability might become 
especially useful in the future as the reversal of the oil price decline since 
1986 helps strengthen Indonesia's balance of payments. 

In October 1988 and March 1989, wide-ranging deregulatory 
measures in the financial system were implemented. The measures were 
designed to induce more competition and efficiency into the financial 
system and also to promote capital markets, e.g., the restriction on the 
entry of new private banks and the opening of new banks' branches 
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throughout the country were lifted; non-bank financial institutions were 
then allowed to issue certificates of deposits (CDs); the exemption from 
withholding tax of 15 per cent on time deposits and CDs was terminated in 
order to encourage further development of the capital market; and the 
reserve requirement for banks was substantially lowered from 15 per cent 
to 2 per cent. In addition, the ceiling on foreign borrowing by foreign 
exchange banks and non-bank financial institutions was abolished. How- 
ever, a maximum limit for banks' net foreign exchange position of 25 per 
cent of capital funds was introduced for prudential purpose. In the begin- 
ning of 1990 a significant reform of Bank Indonesia's liquidity credit 
scheme was announced. The number of sectors eligible for liquidity credit 
was reduced significantly, and the interest rates were raised to be in line 
with prevailing market rates. 

The series of financial reform measures implemented during the 
1980s with their continuation into the 1990s have necessitated the need for 
market-oriented instruments in the conduct of monetary policy. The instru- 
ments actively employed in the open-market operation were certificates of 
Bank Indonesia and money market securities. In the short run, Bank 
Indonesia will sell the certificates or buy the securities on auction basis to 
accommodate the needs of banks for short-term funds. In the near future, 
Bank Indonesia will also trade these certificates and securities of longer 
maturities. 

At present, administrative and financial reforms, together with 
balanced growth of imports and exports, and a steady flow of direct foreign 
investment, especially from Japan, have made for a stable outlook for the 
Indonesian economy. Meanwhile, efforts continue on the population front 
to prevent the achievements of development from being squandered. 


Japan.’ During the mid-1970s Japan, as with Indonesia; Republic of 
Korea; and Taipei, China, was characterized by the absence of alternative 
channels of domestic finance outside the banking sector. In these countries 
the monetary authorities relied heavily on administrative directives to 
banks in conducting monetary policy. Although Japan's banking system 
was predominantly privately owned, the Bank of Japan was able to regulate 
bank lending closely through "window guidance". This is because commer- 
cial banks in Japan were perennially encouraged to overlend and hence 
were dependent on the Bank of Japan for accommodation. 

Since the mid-1970s Japan has altered its monetary policy regime 
somewhat due to changes in economic and financial structure. With drastic 
changes in the direction of domestic funds flow from corporate debt financ- 
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ing to government deficit financing, the overlending condition of the bank- 
-~ ing system has dissipated. The pressing need for financing large govern- 
ment deficits from outside the banking system, on the other hand, has 
forced Japan to dismantle interest rate controls and to permit new financial 
instruments and markets to emerge. Although the pace has been gradual, 
it too has removed capital controls. Nevertheless, the floating exchange 
rate after 1973 has enabled the Bank of Japan to retain some indirect 
control of domestic interest rates. 

Without direct controls over interest rates, however, the transmission 
of interest rate changes to economic activity is now more significant in the 
emerging deregulated Japanese financial environment. The Bank of Japan 
has thus emphasized interbank interest rates as the primary operating 
instrument of policy to a greater extent than before and has virtually 
discontinued direct controls over bank lending. 

In addition, the high inflation of the early 1970s and its association, 
at least in part, with high money growth has also induced the Bank of Japan 
to rethink its general strategy of monetary policy. In particular, there has 
been a new emphasis on price stability as a final policy objective. For 
example, its rapid move to increase interbank interest rates in response to 
the second oil price shock in 1979 demonstrated its resolve to maintain a 
low-inflation environment. As a consequence, it has sought and achieved 
lower average money growth in the last decade compared with the pre-1975 
period. 

During late 1980s the sharp rise in the value of the yen exchange rate 
and the associated slowdown in the Japanese economy had put the Bank 
of Japan in a delicate situation. This situation was made even more difficult 
by Japan's current account surpluses which have led Japan's major trading 
partners, particularly the United States, to demand that Japan introduce 
measures designed to stimulate domestic aggregate demand and thereby 
help to redress the trade imbalance. In response, the Bank of Japan has 
lowered the discount rate four times in 1986 to a level below the historical 
low of 3.29 per cent set in April 1936 while money supply growth has 
increased somewhat (8.4 and 8.6 per cent in 1985 and 1986, respectively). 

Meanwhile, the authorities also pressed ahead with their program of 
financial liberalization by progressively relaxing the restrictions on the 
size and maturity of instruments that bear market-related interest rates. 
During 1988 the government further reduced the limitations on bank 
deposits that are issued at market interest rates. The minimum denomina- 
tion for certificates of deposits and for large time deposits has been lowered 
substantially. Also, under a new system that was phased between June and 
October of 1989, commercial banks as well as the postal savings system 
were allowed to issue small-scale money market certificates. In addition, 
the permissible maturity range of these three instruments had been ex- 
tended significantly. On the lending side, commercial banks also intro- 
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duced, in early 1989, a new arrangement for the determination of the 
short-term prime rate. This rate, which was previously set at seven-eighth 
of a percentage point over the official discount rate, was linked to a basket 
that contained both market and regulated interest rates. In addition, 
another significant measure had been the introduction, in April 1989, of a 
competitive bidding system in the primary market for ten-year government 
bonds. 

A full liberalization of interest rates will require a further reform of 
the postal savings system. Under current regulations, the postal savings 
system, which is under the jurisdiction of the Ministry of Posts and Tele- 
communications, enjoys a number of advantages over banks in offering 
higher yields on small deposits, although itis subject to certain restrictions 
on the investment of its funds. Officials of the relevant ministries are 
exploring various means of removing existing distortions in the flow of 
funds to the postal savings system and private financial institutions. 

By the beginning of 1989 the Bank of Japan had come to the view that 
its freedom to pursue a relaxed monetary policy had diminished consider- 
ably. Although price indices remained broadly stable, factor markets were 
becoming increasingly tight. Concern was also raised by the acceleration 
in the growth of broad money and bank credit, from about 9 per cent in 
1985/86 to 11—12 per cent in 1988/89. 

During 1989, as the price situation became less favorable and the yen 
weakened, the control of inflation became the primary objective of 
monetary policy. The official discount rate was raised three times in 1989, 
and market interest rates were allowed to rise by 2-3 percentage points. 
In March 1990, against the background of the renewed weakening of the 
yen and a further acceleration in monetary growth, the Bank of Japan 
raised the official discount rate to 5.25 per cent, bringing it to a level 
slightly above that prevailing before the Plaza Accord.’ The Bank of Japan 
characterized the official discount rate increases as pre-emptive measures, 
aimed at containing price pressures at an early stage and preventing 
entrenchment of inflationary expectations. 

During 1989 and early 1990, the authorities took additional steps in 
their program of liberalizing interest rates and cross-border transactions 
and establishing new financial markets, viz.: (i) the minimum denomina- 
tion of large-scale time deposits and small denomination money market 
certificates with market interest rates were reduced; (ii) eligibility require- 
ments for firms wishing to issue commercial paper were relaxed; (iii) the 
issuance of commercial paper in overseas markets was authorized; 
(v) futures markets were established for the exchange rate of various 


8. The Plaza Accord was reached by the Group of Five (France, Germany, Japan, United Kingdom and 
United States) in their September 1985 meeting at the Plaza Hotel, New York, to seek an orderly 
appreciation of the major non-dollar currencies. 
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interest rates; (v) a partial auction system was established in the primary 
market for long-term government bonds; and (vi) the Bank of Japan ini- 
tiated operations in the Treasury bill and commercial paper markets. The 
authorities believe that further financial deregulation is needed and, in the 
period ahead, they plan to further liberalize time deposit rates, expand the 
auction for long-term government bonds, and enlarge the Treasury bill 
market. 

Another challenge to Japan’s monetary policy could be presented by 
the increasingly international nature of the Japanese financial system. It 
is probable that the transmission mechanism of monetary policy may be 
modified, or that the Bank of Japan’s control over domestic interest rates 
may be weakened as a consequence of internationalization. But if the past 
is any indication, it is likely that the Bank of Japan will respond to these 
new challenges in a pragmatic and flexible manner. 


Republic of Korea.? With the extraordinary success that the Korean 
economy achieved in the past two decades, it is difficult to be overly critical 
despite such apparent inflationary monetary measures as credit alloca- 
tions and low interest rates rigorously pursued prior to the 1980s. In the 
1980s the authorities undertook financial reforms to bolster the market 
mechanism together with other adjustment programs to restore economic 
stability. In this regard, there have been two categories of financial 
reforms: the liberalization and internationalization of the Korean financial 
system. 

Under liberalization, the government privatized the remaining four 
nationwide commercial banks and deregulated their internal and asset 
management. Competition has been enhanced by allowing more banks and 
non-banks to enter the market as well as enabling them to engage in a 
wider scope of business. However, progress in financial liberalization was 
slow in the first half of the 1980s as the Korean economy was faced with 
serious imbalances. In the second half of the 1980s, more significant 
liberalization measures were undertaken as the overall economic per- 
formance improved. Various interest rates have been freed and the central 
bank has attempted to use indirect monetary control through such 
instruments as rediscount facilities, reserve requirements and open 
market operations. In addition, the segmentation of the money market 
was removed in 1989 along with the elimination of other cumbersome 
procedures. 

The internationalization of the Korean financial market encompassed 
the extension of the commercial banking network overseas while more 
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foreign banks have opened new branches in the Republic of Korea. In 
addition, certain restrictions on the operations of foreign banks have been 
removed so as to enable them to compete on a more equal footing with 
domestic banks. Further, the exchange control regime was liberalized in 
late 1988 and a market-related exchange rate system was installed in early 
1990. 

With a more liberal financial environment, there was a question if the 
monetary policy could be effective. It became more difficult to define a 
meaningful "moneyness" as an intermediate target while its relationship 
with the real economy changed. Moreover, the interest rates became more 
volatile. A number of other practical issues would have to be resolved in 
the assessment of the effectiveness of the monetary policy. The first con- 
cerns the overreliance by industrial enterprises on bank credit. Bank 
financing was the largest single source of funds raised by the business 
sector during the decade of the 1970s, and it was only recently that 
non-bank credit and funds raised in the domestic capital market have 
become more important. 

. Moreover, the liberalization of interest rates in the beginning could 
be characterized by allowing rates on selected instruments to be freed while 
others remain undercontrolled. There were instances of backtracking as it 
was generally assumed that if bank interest rates were fully deregulated, 
loan rates would rise significantly, at least in the short run. Given the 
highly leveraged nature of Korean companies, this would put pressure on 
company balance sheets and could result in a large number of bankruptcies, 
thereby threatening the soundness of the financial system. 

Therefore, the government initially approached industrial restructur- 
ing of declining industries by shifting the burden of adjustment to commer- 
cial banks, thus avoiding adding the problems of business failures to the 
real economy. Commercial banks, however, were already burdened by 
significant non-performing assets, which limited their autonomy and the 
efficiency of the banking industry in general. To offset the potential losses 
and the burden of non-performing loans, the government increased tax 
provisions for the sale of collateral against such loans and provided low-cost 
rediscount loans by the Bank of Korea. The latter has complicated the 
central bank's ability to drain excess liquidity from the banking system. 

The control of monetary aggregates was further complicated by the 
financial flows between the regulated banking institutions and the unregu- 
lated curb money markets. The size of the unregulated market was es- 
timated to be quite large, amounting to roughly one fourth of banking 
claims on the private sector at the end of 1985. Given the importance of 
the market and the recent growth in the non-banking financial sector, data 
on the banking system's loans and loan rates might not accurately reflect 
the overall liquidity and credit conditions faced by the private sector. 
Moreover, the effectiveness of any policy action by the monetary authorities 
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that concentrated on the regulated banking sector was greatly reduced by 
these leakages, especially when slower credit growth was desired. This did 
not imply, however, that the unregulated market was necessarily bad for 
the Korean economy. Until the financial reforms of the early 1980s, which 
removed individual bank credit ceilings and allowed more interest rate 
variations by commercial banks, the unregulated markets served the func- 
tion of allocating scarce capital to business which did not qualify for 
priority or special discounted credits. 

As a result, more spending took place than would otherwise have been 
the case, boosting the economy's aggregate demand. To deal with the 
difficulties of monetary control posed by its existence, however, the govern- 
ment elected to support the development of non-bank financialinstitutions. 
In order to compete with the unregulated markets, the government allowed 
non-bank financial institutions to be less regulated with respect to their 
asset management and lending rates than banks. Both deposit and lending 
rates at non-bank financial institutions were therefore higher than cor- 
responding rates at deposit money banks, but were still below those 
charged in the unregulated market. 

In terms of monetary sources of borrowing by the corporate sector, the 
expanded role of non-bank financial institutions was quite impressive. 
Non-bank’s share increased from only 15 per cent in 1970—1974 to 26.4 per 
cent in 1980-1984, while that of banks decreased from 40.4 per cent to 23.8 
per cent in the same period. The difficulty this rapid growth created for the 
monetary authorities was evident in the much higher rate of credit expan- 
sion by the non-bank financial institutions (23 per cent in 1986) than by 
the banks (14 per cent), which were more directly under the control of the 
central bank. 

Future change in capital flows between these financial markets could 
also have important implications regarding the responsiveness of invest- 
ment spending to interest rate changes. Increases in interest rates in the 
regulated market have not necessarily led to declines in investment, in part 
because of the availability of credit (at a cost) from the unregulated market 
and non-bank financial institutions and in part as a result of rapidly rising 
exports. Investment demand may become more sensitive to interest rate 
changes, however, as the government reduces its direct control over inter- 
est rates and credit in the regulated market, and the allocation of credit 
becomes more dependent on the performance and financial soundness of 
individual firms. 

Moreover, interest rate differentials between the curb market and 
other money markets should decline if inflationary pressures remain 
moderate. During 1987, for example, curb market rates for short-term 
credits declined to around 18 per cent from an average of 23 per cent in the 
previous year. Combined, these effects should make the conventional mone- 
tary policy transmission mechanism more effective. These factors suggest 
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the importance of continuing the process of financial liberalization, espe- 
cially of deposit and lending rates for banks, to ensure that they can 
compete for deposits and lend profitably. 

By reducing the dependence of companies on bank financing, com- 
panies began issuing convertible bonds and relying more on equity issues 
to raise new capital. Forcing companies to reduce their external and 
domestic liabilities also served to sterilize the inflow of foreign capital 
associated with the current account surplus, reduce companies' over- 
leveraged positions, and make the country's external debt more manage- 
able. Further moves in this direction would allow financial liberalization 
to proceed more rapidly and would increase the ability of the central bank 
to conduct monetary policy in an effective manner. 

Monetary policy in the Republic of Korea has always highly integrated 
the exchange rate and trade policies. With the rapid turnaround recently 
in the current account and the growing bilateral trade imbalances between 
the Republic of Korea, on the one hand, and the United States and Japan, 
on the other, the coordination of policy has become even more important. 
Cost-push pressures from increased wages in the manufacturing sector 
could be exacerbated by continued pressure on the monetary aggregates, 
necessitating further efforts to sterilize the inflow of foreign capital and 
put increased pressure on domestic interest rates. 

During 1986 and 1987 the authorities were under significant pressure 
to revalue the won/dollar exchange rate in order to reduce the rising trade 
surplus with the United States. During this two-year period, the nominal 
won/dollar exchange rate moved up only 5.5 per cent, while on trade- 
weighted basis and deflated for relative price changes, the won has 
depreciated 12.4 per cent. Not surprisingly, the imbalances have continued 
to grow. The government, fearing a substantial loss of export competitive- 
ness with a more rapid currency appreciation, elected to adopt trade 
liberalizing measures to open the economy to greater import growth. While 
this policy boosted imports somewhat, in the short run, it had little impact 
on reducing the continued inflow of foreign exchange associated with the 
rapid growth of exports. 

The maintenance of strong capital controls, moreover, complicated the 
task, leaving the prepayment of debt as the only means of limiting the rise 
in foreign assets. In any event, a rise in domestic inflation could result in 
some loss of export competitiveness. Therefore, a reluctance to adjust the 
exchange rate upward against the dollar reduced the ability of the 
authorities to conduct an independent monetary policy. Since the start of 
the balance-of-payment surplus in 1986, Korean monetary policy increas- 
ingly focused on the sterilization of the foreign exchange inflows by indirect 
means as well as issuing monetary stabilization bonds. Nevertheless, the 
huge amount of such bonds put a burden on the central bank for servicing 
the interest that, in turn, became a monetary injection. 
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By the end of the decade, the large injection of liquidity so as to shore 
up the stock market caused money supply to rise sharply, thereby exacer- 
bating inflation. This caused some backtracking of the monetary policy by 
resorting to direct control in 1990. Guidelines were given to banks so as to 
contain their lending to certain sectors and to non-banks so as to lower 
their interest rates in line with those of banks. By this time, the fight 
against inflation became a priority on the agenda of government policy. It 
was expected that some tightening of credit and increases in interest rates 
would take place. 


Malaysia.!? In Malaysia there have been virtually no restrictions on 
either capital inflows or capital outflows not financed by local borrowing 
as the Malaysian dollar has been allowed to float since 1973. During 1975 
and 1976 the monetary instruments, however, included reserves and liq- 
uidity ratios (approximately 20 per cent), controls on interest rates, and 
credit allocation rules. 

In October 1978 Malaysia announced measures which reduced ad- 
ministrative guidance, made bank interest rates more flexible, and estab- 
lished markets for bankers' acceptances and CDs. Progress has been made 
in unifying the supervisory and regulatory system, introducing a uniform 
capital adequacy system, and developing a private debt-securities as well 
as government bond markets. Since then, interest rates have gradually 
been liberalized, and effective 1 February 1991 the authorities floated the 
base lending interest rate. It is expected that the more flexible interest rate 
policy would encourage more competition and mergers as well as benefiting 
the futures markets. However, despite the fostering of price competition, 
sectoral allocations of bank loans were still regularly imposed, and priority 
sectors favored with low interest rates. 

Open-market operations have increasingly replaced the foreign ex- 
change swap arrangements, although reserve and liquidity ratios and 
credit allocation rules continued to be used as monetary instruments, 
particularly during 1989-1990 when the economy was booming with large 
credit expansions and capital inflows from abroad. The statutory reserve 
requirements were raised three times, each by one percentage point from 
3.5 per cent prior to May 1989 to 6.5 per cent by January 1990 so as to mop 
up the liquidity. 

In open-market operations, the government did not offer bonds at 
market-equivalent interest rates. In most cases, the government bond 
market was very thin. To all intents and purposes, these bonds were like 
private placements at predetermined interest rates with captive institu- 


10. This section is based on M.J. Fry et al., "Monetary Policy in Pacific Basin Countries", in Monetary 
Policy in Pacific Basin Countries, ed. H. Cheng (Boston: Kluwer Academic Publishers, 1988); ICSEAD, 
op. cit.; and Bank Negara Malaysia, "Monetary Policy in Malaysia, 1979-1989" (Country paper presented 
at the SEACEN-IMF Seminar, 26—28 January 1991, Jakarta). 
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tions. In these schemes, the Employee Provident Fund (EPF) was requested 
to finance the public deficit. The interest rate charged to the government 
by the EPF was much below the foreign interest rates. Furthermore, it 
should be noted that the private sector in Malaysia ran a very sizable 
surplus of savings over investment. Government borrowing from EPF thus 
did not force additional private foreign borrowing but substituted for 
private foreign asset accumulation. Since the return on foreign assets were 
normally below the government cost of borrowing from abroad, government 
domestic borrowing helped improve national welfare. Moreover, insofar as 
publie foreign borrowing was still the marginal source of funds for the 
public sector, the stability criterion remained unaffected. 

Recently, it has been recognized that a market-based yield on govern- 
ment securities is necessary to promote investor interest and rectify the 
pricing distortion in the market. In this light, the authorities carried out 
various policy measures to achieve the above objectives such as reduction 
of the scope of captive markets in government securities, appointment of 
principal dealers, issue of government securities by auction, and removal 
of the requirement for discount houses to invest at least 85 per cent of their 
funds in government papers. 


Myanmar.! The Union Bank of Myanmar was established in 
February 1948 under the Union Bank of Myanmar Act of 1947 to partly 
take over the Yangon branch of the Reserve Bank of India which had served 
as the central bank in Myanmar since 1935. It became a full-fledged central 
bank when the new Union Bank of Myanmar Act of 1952 became operative. 
The banking system, that consisted of the Union Bank of Myanmar as the 
central bank with 20 commercial banks in 1948, expanded gradually until 
the number of commercial banks (excluding the State Agricultural Bank 
and the Industrial Development Bank Ltd.) increased to 25 in 1963. Out of 
these commercial banks, one was State-owned while ten national banks 
and 14 foreign banks were owned by the private sector. 

In 1963 all private banks, including those that were foreign-owned, 
were nationalized following the change in economic system to a centrally 
planned economy in 1962. In 1969 all banking, insurance, small loans and 
savings activities were integrated into a monobank system under the 
People's Bank of the Union of Myanmar Law of 1967. Since then, monetary 
instruments such as open-market operations and reserve requirements 
ceased to be operative, whereas the cash plan and credit plan were intro- 
duced as monetary tools of direct control. The Union of Myanmar Bank, as 


11. This section is based on Central Bank of Myanmar, Monetary Policy in Myanmar, an Update: 
1979-1990 (Yangon, 1990); and U.K. Aye, "System of Monetary Control in Myanmar" (Paper presented 
at the SEACEN-IMF Seminar, 26-28 January 1991, Jakarta). 
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the central bank, participated in the annual economic planning to coor- 
dinate monetary policy with investment plans. 

Implementation of monetary policy was based on the annual credit 
plan which determined the amount of total credit available while the cash 
plan was prepared to enable the Central Bank to project the permissible 
level of money supply. As prescribed under the Bank Law, the Union of 
Myanmar Bank then determined credit allocation among the State, the 
co-operatives and the private sector at the macro level. At the micro level, 
the Myanmar Economic Bank also imposed credit control at the enterprise 
level. Interest rates thus played only a limited role in regulating and 
allocating credit, although they remained important to a certain extent in 
mobilizing savings up to 1987. 

With the assumption of political power by the State Law and Order 
Restoration Council, the economic policy of the State was totally reversed 
in 1988 from a centrally planned to a market-oriented policy, and the 
economic system was consequently reformed. 

Among the various measures undertaken, a new bank called the 
Myanmar Investment and Commercial Bank was established in September 
1989, in addition to the existing State-owned banks, to provide both domes- 
tic and foreign banking services, particularly for the convenience of foreign 
investors. Treasury bills and bonds were issued to the public at competitive 
rates, consistent with the market conditions. In October 1989 interest rates 
were increased on Treasury bills.!2 While income tax was exempted on the 
interest earned on these bonds, interest rates were raised drastically.!? 
Lending rates were also raised in line with market conditions. Savings 
deposit carries interest of 8 per cent plus 2 per cent bonus after a 3-year 
period. Average interest rate on 12-year saving certificate is 10.9 per cent. 

In July 1990 the Central Bank of Myanmar Law, the Financial Institu- 
tions of Myanmar Law and the Myanmar Agricultural and Rural Develop- 
ment Bank Law were enacted, aimed at promoting and improving the 
efficiency of financial activities in harmony with the new economic policy. 
The Central Bank of Myanmar Law and the Financial Institutions of 
Myanmar Law, in particular, were designed to open up the financial sector 
by allowing local private and foreign financial institutions to participate in 
financial activities in Myanmar. This new legislation enables the Central 
Bank to use monetary instruments such as quantitative credit controls, 
reserve requirements, rediscount policy, interest rate policy and open- 
market operations to help increase domestic resources mobilization and 





12. From 1 per cent to 4 per cent on 1-year treasury bonds, from 2.5 per cent to 10 per cent on 3-year 
treasure bonds, and from 3 per cent to 10.5 per cent on 5-year treasury bonds. 

13. From 0.25 per cent to 3 per cent for call deposits, from 1 per cent to 8.5 per cent for 3-month maturity 
deposits, from 1.5 per cent to 9 per cent for 6-month maturity deposits, and from 2.5 per cent to 9.5 per 
cent for 9-month maturity deposits. 
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allocation efficiency. For the transition period when only State-owned 
banks existed in the financial sector, however, direct control measures such 
as interest rates and domestic credits played an important role. 

As Myanmar's implementation of monetary reform is very recent, the 
impact on monetary policy is still too early to assess. Nevertheless, 
because of the liberalization of credit controls and subsequent easing of 
credit availability, credits to the private sector have increased substan- 
tially. Further, since Myanmar had previously experienced the market- 
based economic system, the transformation process into a market-oriented 
economy is expected to be rather rapid. 

In particular, since October 1988 a total of more than 4,000 companies, 
joint ventures, partnerships, including importers and exporters and com- 
mission agents, have already been established. Further, a great deal of 
enquiries and proposals have also been made for opening both local and 
foreign financial institutions. Active participation of the private sector in 
the banking industry is thus expected to increase in the very near future, 
and perhaps as soon as 1991. 

With the entry of foreign banks and movement of the domestic finan- 
cial sector towards privatization envisaged under the new law, the market- 
oriented system and the competitive market forces are expected to 
facilitate the emergence of financial and capital markets and accelerate 
their growth rates even further. In accordance with the new banking 
legislation, Myanmar will thus be able to move forward for the effective 
implementation of market-based systems of monetary controls. Meanwhile, 
an efficient payment mechanism and the liquidity, solvency and proper 
functioning of a soundly based financial system will have to be promoted. 
Further, an important precondition to the implementation of effective 
monetary policy is the availability of timely and adequate statistics on 
monetary development and key macroeconomic indicators. 


Philippines. During the mid-1970s, when the short-term govern- 
ment securities market remained limited, the Central Bank of the Philip- 
pines had sought to remedy the situation by issuing its own liabilities in 
which to conduct open-market operations. The Philippines thus began 
open-market operations in the late 1970s and has increasingly relied on 
them as its primary instrument for controlling money growth while access 
to the rediscount system became restricted considerably. Nevertheless, 
credit allocation remained largely subject to government intervention in 
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favor of priority sectors. During the 1970s, thus, output had artificially 
been inflated through production behind a highly protective trade and tax 
regime. At world prices, output growth would have been considerably 
smaller. 

Significant financial reforms consequently were undertaken in the 
early 1980s. Interest rate ceilings were removed on deposits of more 
than two years’ maturity in August 1980 and on bank savings and time 
deposits by the end of 1981. Nevertheless, a large proportion of domestic 
credit was still allocated by public sector financial institutions on non- 
market terms. 

The Philippines thus entered the 1980s with the largest external debt 
relative to exports and with the least robust economy. Export growth rates 
were perhaps more indicative of economic performances over this period. 
The collapse of exports during the 1980s reflected two factors: a downturn 
in world markets for traditional commodity exports (sugar, coconut, cop- 
per) and poor performance of non-traditional manufactures (semiconduc- 
tors and garments) because of an appreciating real exchange rate. 

Government fiscal and monetary policy, however, did not adjust to 
the circumstances. The fiscal deficit actually expanded to bolster faltering 
growth. Although a contractionary monetary policy was installed, stability 
was not achieved. The counterpart to the domestic credit contraction was 
a surge in external borrowing, culminating in a foreign exchange crisis in 
October 1983. As a consequence, the medium-term and long-term debt 
almost doubled from 50 per cent to 81 per cent as a percentage of GNP 
between 1980 and 1985. Meanwhile, inflation also accelerated substantial- 
ly during the early stages of the debt crisis. 

It was not until October 1985 that the government embarked on a 
radical stabilization program, featuring a substantial reduction in fiscal 
deficit. As a result, the fiscal deficit fell from 4 per cent to 1.8 per cent 
of GDP between 1983 and 1985 while low rates of growth in the money 
supply turned a $2.9 billion current account deficit into a surplus during 
this period. 

During 1987-1989 the economy steadily improved, especially in terms 
of economic growth with some improvement in export performance and 
terms of trade while the inflation rate was contained under 10 per cent. 
More recently, however, macroeconomic imbalances have emerged. Real 
GNP growth in 1990 slowed down considerably, and inflation registered 
double digits with a widening current account deficit. These economic 
problems were mainly attributable to political unrest, an increasing public 
sector deficit, a large increase in wages and a deterioration in the terms of 
trade. In this connection, monetary policy measures were generally con- 
tractionary to achieve stable conditions essential in sustaining positive 
economic growth. 
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Sri Lanka.!^ The evolution of monetary policy in Sri Lanka since the 
inception of the Central Bank records a gradual transformation into a fair 
degree of maturity with an expansion in the coverage of policy, encompass- 
ing both stabilization and development objectives. In the initial years, the 
emphasis of monetary policy was mainly on the achievement of the sta- 
bilization objective by activating the two traditional policy instruments, 
namely, Bank rate and the statutory reserve requirement. Over time, when 
the limitations of these policy instruments were felt by the authorities, 
attention was paid to the use of alternative instruments to achieve the 
objectives of the policy. In particular, with the international integration of 
financial sector activities and technological improvement in financial ser- 
vices as well as successful development process in the newly industrializing 
economies and international trends in deregulation towards market- 
oriented policy, government policymakers have been persuaded to recon- 
sider their non-market-oriented policy measures during the 1960s and 
early 1970s. Hence, with a shift in economic policy to an open economic 
system in the late 1970s, monetary policy was reformulated so as to bring 
about a qualitative change in the application and coverage of the policy. 

Specifically since 1977, monetary policies have moved towards 
market-oriented policy measures. The changes were assisted by the shifts 
in fiscal policy, especially in controlling budget deficits, reduction of 
government direct participation in economic activity and movement 
towards market-oriented borrowing systems. Three changes in the applica- 
tion of monetary policy, in particular, were noticeable. 

First, action was taken to re-define the monetary aggregate used for 
policy purposes to be in line with developments in the banking system. The 
monetary aggregate used for monetary policy purposes until late 1970s 
consisted of currency and demand deposits held by the public as defined in 
the Monetary Law Act (MLA) in 1949. Though this definition adequately 
covered the money supply at the time the Act was enacted, and possibly a 
decade or two later, a number of innovations that were introduced to the 
banking system in the late 1960s made it too narrow a monetary aggregate 
for practical policy purposes. These innovations were instrumental in 
making time and savings deposits as liquid as demand deposits so that the 
distinction traditionally observed between the two classes of deposits no 
longer existed. 

These innovations included, in the case of savings accounts, relaxation 
of restrictions on the withdrawal from savings accounts, automatic transfer 
facilities combining current accounts with savings accounts, introduction 
of checkable savings accounts and the installation of automated teller 
machines which disregarded the distinction between current and savings 


15. This section is based on A.G. Karunasena, "Monetary Policy in the SEACEN Countries, an Update" 
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accounts for operational purposes. In the case of time deposits, the intro- 
duction of certificates of deposit which bore the characteristics of a curren- 
cy note, facilities for premature withdrawal and easy borrowing against 
security of time deposits made time deposits more liquid than before. 
Consequently, in order to adopt a realistic monetary aggregate for policy 
purposes, it was decided in 1980 to broaden the definition of money supply 
by including time and savings deposits of the public held with commercial 
banks. 

Second, the entire strategy on monetary policy was refined by iden- 
tifying new monetary policy indicators such as the monetary base and the 
money multiplier and applying appropriate instruments to influence these 
indicators more effectively. The choice of instruments to be used to achieve 
policy objectives was made by reference to the relative efficacy of such 
instruments at the particular time the measures were introduced. In line 
with this policy, the Central Bank commenced preparing an annual mon- 
etary program which was compatible with the basic macro variables such 
as the balance of payments and the budgetary outcome, the projected 
growth rate and the anticipated inflation in the country. The monetary 
program was then translated into a target level for the monetary base set 
for each quarter for the purpose of monitoring the progress. 

Third, for the successful implementation of the open-market opera- 
tions, action was taken to create the necessary prerequisites by promoting 
the countrys money market. The commercial banking system was ex- 
panded considerably by inviting foreign banks to open branches in Colom- 
bo, and the number of commercial banks more than doubled between 1979 
and 1982 to reach 25 at the end of the latter year. This greatly expanded 
the competitive spirit among banks. A number of specialized financial 
institutions such as development banks and merchant banks also came into 
existence. Money brokers were allowed to operate so as to lower inter- 
mediation costs, while new features were added to the market in response 
to the emerging demand and supply conditions. The primary market for 
Treasury bills was used as far as possible to achieve the broad objectives 
of monetary policy. Accordingly, the government intervention in market 
activities was reduced by deregulating most of direct and indirect controls 
while the trade regime was liberalized and multiple exchange rate system 
replaced by a managed float. 

Initially, however, the conventional instruments such as Bank rate 
and the statutory reserve ratio were extensively used by the Central Bank. 
Nevertheless, with the realization of the limitations of these instruments, 
the Central Bank resorted to direct controls on a number of occasions. Since 
all these instruments failed to achieve the desired results, it was decided 
to shift the emphasis of policy to open-market operations from around 
mid-1984. Meanwhile, interest rates were allowed to increase in accor- 
dance with market conditions. 
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In mid-1980s the Central Bank issued its own securities on a number 
of occasions in order to mop up excess liquidity in the economy. Such 
securities did not have a secondary market and eventually faded away. In 
more recent years, thus, open-market operations were largely centered 
around the purchase and sale of short-term government paper, namely, 
Treasury bills. Treasury bills were issued weekly on the basis of a tender 
and the public was invited to subscribe to such issues. The Treasury Bill 
Tender Committee evaluated the bids received at each tender and accepted 
those coming within the norms considered desirable, taking into account 
the reserve money and interest rate objectives. The residual was taken up 
by the Central Bank and interest rates applicable to the auction which were 
publicized were the average of the interest rates on total stock of Treasury 
bills sold. Since December 1986 arrangements were made to conduct week- 
ly auctions so as to ensure an uninterrupted supply of Treasury bills in the 
primary market to the prospective investors. 

Yet, the money market in Sri Lanka is still very narrow while the 
spectrum of market instruments is also limited. The interbank market is 
thin and is confined to the call money market and trading in Treasury bills 
in the Central Bank's secondary window. Interest rates in the call money 
market are volatile, reflecting the high cost of arbitrage between the 
interbank market and the Treasury bills market. These limitations meant 
that Treasury bills continued to be a major source of investment for surplus 
funds of financial institutions, as well as a source of augmenting liquidity 
whenever the need arose, and the arbitrage between the call money market 
. and the Central Bank's secondary window remained weak. Thus, the lack 
of financialinstruments available tended to make sharp fluctuations in the 
Treasury bill market. 

The progress in open-market operations, nevertheless, enabled sharp 
reductions in the Central Bank's holdings of Treasury bills. For instance, 
by the mid-1980s, the Central Bank's holdings of Treasury bills out of total 
outstanding stock declined to as low as 40 per cent, compared with almost 
90 per cent a few years earlier. Thus, successful open-markét operations 
not only helped the efficient implementation of monetary policy but also 
facilitated better fiscal management, contributing to better macroeconomic 
management. 

The response of the economy was also favorable in terms of economic 
growth and employment generation to a certain extent even though some 
of these favorable developments decelerated after 1983 as a result of the 
deterioration in the civil situation in the country. Besides, the market- 
oriented interest rates policy did not only discourage capital outflow from 
the country but also encouraged inflow of financial resources which helped 
ease the balance-of-payments problems of the country. The improve- 
ment recorded in share market activities and removal/relaxation of restric- 
tions on foreigners to engage in Sri Lanka share transaction activities 


Monetary Policy in Asian Economic Development 85 


indicated a movement towards a market-oriented resource base for long- 
term investments. 

In the recent past, a number of newer instruments such as CDs and 
Inland Bills of Exchange have been introduced. Meanwhile, a number of 
newer financial institutions such as unit trusts,and venture capital com- 
panies are also being established. However, there is still a long way to go 
before a full spectrum of institutions and money market instruments is 
available, which is a necessary precondition for implementing market- 
based systems of monetary controls. It is hoped that with the present thrust 
at institutional development and the innovative posture on the part of 
financial institutions to develop newer financial instruments, rapid 
progress will be made towards developing a well-organized financial sys- 
tem with sufficient breath to facilitate the implementation of market-based 
systems of monetary control. 

Several steps have also been taken to improve regulatory reforms 
pertaining to financial institutions with a view to improving the efficiency 
and viability of the financial system. Among the regulatory reforms intro- 
duced in the recent past were the Banking Act of 1988 and the Finance 
Companies Act of 1988. These two legislative enactments were introduced 
with a view to improving the operations and therefore the financial 
viability of the commercial banking system and the non-bank financial 
institutions systems. The Banking Act was designed to centralize all legal 
provisions with regard to commercial banking which were previously 
covered under several legal enactments. 

Although Sri Lanka's financial system has become more competitive 
and comprehensive in recent years, there are still some issues hindering 
its further development. The expansion in money market activities and 
capital market developments were slow largely due to unfavorable develop- 
ment in the civil situation of the country. As soon as this situation improves 
to a satisfactory level, the development of the money and capital markets 
should be accelerated to provide a conducive environment for market- 
oriented monetary policy. Meanwhile, the internal and external macro- 
imbalances of the country are deteriorating from excessive government 
deficit financing and slow growth recorded in the export sector. 

In regard to the capital market, although barriers hindering foreign- 
ers’ participation in the share market activities have been removed or 
relaxed through a preliminary legislature amendment which allows the 
establishment of unit trusts in the country, the availability of the long-term 
financial resources to the private sector is still limited. This is because 
major long-term resource mobilization programs such as EPF and life 
insurance activities are continued as captive sources for government deficit 
financing. 

The removal and relaxation of controls and regulations on the finan- 
cial sector and improvement of the financial sector activities have to be 
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continued further to remove most of existing constraints in the financial 
system with a view to improving the financial environment for better 
monetary management. 


Taipei, China.!6 The Republic of Korea and Taipei, China can be 
characterized as having moved a considerable way toward greater 
liberalization, but to date not as much as other countries. These economies 
have partially liberalized their exchange controls, but both have tried to 
peg their exchange rates, with different degrees of success. 

Monetary policy in both economies has continued to be conducted 
primarily through direct controls of the state-owned banks, although 
nominally, interest rates have been set free to reflect market conditions. 
Besides, they have also tried to develop their financial systems by creating 
money markets outside the banking sector. 

The current problem of Taipei, China has primarily been one of excess 
liquidity, creating the strong possibility of a serious demand-pull inflation. 
Oil and other commodity prices have either declined or stayed weak since 
1982 until only recently. The key monetary issue has thus been how to deal 
with the rapid buildup of foreign exchange which has caused a sharp rise 
in the money supply, thus posing a serious inflationary threat. 

Under this circumstance, the interest rate was perceived as a much 
less appropriate instrument for dealing with the problem of excess li- 
quidity. Open-market operations were better suited for neutralizing the 
large gains in liquidity stemming from the rise in net foreign assets. Taipei, 
China, consequently issued large volumes of Central Bank certificates in 
order to help absorb the huge increases in bank reserves arising from its 
trade surpluses in the 1980s. In this regard, the authorities have been quite 
successful in developing vehicles, such as the Central Bank's certificates 
of deposit, to mop up the large rise in liquidity. 

As a consequence, excess reserves of the deposit money banks have 
not been large since 1986, being equal to only about 2 per cent of total 
reserves. In addition, the deposit money banks expanded their loans and 
discounts by only 5.5 per cent in 1986. But their holdings of "securities 
issued by financial institutions", including those of the Central Bank, did 
rise greatly, i.e., from NT$122 billion (new Taiwan dollar) at the end of 
1985 to NT$498 billion at the end of 1986 and to NT$737 billion in April 
1987, reflecting the large issue of Central Bank CDs. However, to the extent 
that the certificates have been sold primarily to the state-owned banks, it 
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was not clear how much such sales can be regarded as genuine open-market 
operations. It should also be noted that attempts by the authorities have 
been aided in their fight against inflation by the recent rise in the saving 
rate and the decline in the income velocity of money. However, significant 
success was attributable to the large issue of Central Bank CDs. 

In the financial area, the ongoing land requisition program of the 
government and the growing demand for funds in the private sector 
generated a rapid expansion in bank credit. As a result, the growth in 
money supply remained high, and inflationary pressures accumulated in 
the first quarter of the year. The Central Bank therefore engaged in 
selective credit controls, adopted higher required reserve ratios, and rolled 
over the Central Bank-issued bills to tighten excessive money growth. The 
resulting monetary tightness caused banks to raise interest rates in April 
and May 1989 and lessened the growth rates of bank deposits and bank 
credit. The growth rate of MIB (currency outside monetary institutions, 
checking accounts, passbook deposits and passbook savings deposits) also 
fell. That indicated that restrictive monetary policy had exerted powerful 
effects on the long-standing phenomenon of excess money supply. However, 
to mitigate the damage to economic growth caused by the restrictive 
monetary policy measures, the Central Bank raised the ceiling on the 
outstanding balance of accommodation denominated in foreign currencies 
for each firm in order to finance imports of machinery and also set aside 
NT$20 billion to accommodate bank loans extended to strategic industrial 
investment projects or to the development projects of small and medium- 
sized firms. 

Finaly, the Central Bank abolished the former foreign exchange 
mid-rate system on 3 April 1989 and allowed the bid-ask principle to be 
applied to both interbank and retail trading in the foreign exchange 
market. The Central Bank also raised the upper limits on inward remit- 
tances, foreign liabilities of banks, and short spot foreign exchange posi- 
tions of banks to move further toward foreign exchange liberalization. 
Alongside the relaxation of foreign exchange controls, the Central Bank 
established a U.S. dollar interbank call loan market as part of its efforts 
to pave the way for Taipei, China to become an international finance center. 


Thailand.!7 Thailand has been characterized by somewhat less free- 
market-oriented monetary regimes than Hong Kong and Singapore. During 
the mid-1970s the monetary authorities in Thailand conducted active 
monetary policies by frequently adjusting bank reserve ratios, varying the 
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discount rate, and administratively setting domestic interest rates. These 
measures were directed against commercial banks which sometimes 
created considerable incentives for the growth of non-bank financial 
institutions and markets outside the regulated channels. Further, the 
unrestricted access to international capital flows and pegged exchange rate 
also served as the financial outlet for domestic residents. 

Because of a policy of fixed exchange rate for the baht combined with 
rigid domestic interest rates, monetary growth in Thailand over the past 
20 years has been subject to wide swings, alternating between periods of 
acceleration and deceleration. As the domestic financial market has been 
buffeted by alternating capital inflows and outflows, the central bank 
attempted to stabilize both the exchange rate and domestic interest rates 
in the face of widely fluctuating world interest rates. 

Since mid-1970s Thailand has made relatively little change in the 
mode of the conduct of its monetary policy. As an initiation to break away 
from this straitjacket, the Bank of Thailand in November 1984 adopted a 
more flexible exchange rate policy. 

With regard to interest rate structure, commercial banks have been 
quite successful in freeing up their deposit and loan pricing structure due 
to the fortuitous depreciation of the U.S. dollar since February 1985 
combined with an improvement in Thailand's terms of trade thanks to the 
fall in oil prices. This has helped to create an environment of excess 
liquidity and thereby put downward pressure on interest rates since the 
middle of 1986. Consequently, the degree of oligopolistic practice of com- 
mercial banks in setting interest rates, particularly deposit rates, was 
substantially reduced. 

Deregulation and liberalization of the financial system have recently 
received greater attention from the authorities. The process of financial 
deregulation has been continuing in the past few years. The concrete 
examples were the liberalization of time deposit rates in March 1990 and 
the acceptance of the International Monetary Fund's Article VIII obligation 
with major relaxation on international capital movement. The interest rate 
ceilings on lending rates have also been adjusted so as to avoid becoming 
a constraint as the actual interest rates moved up. 

At present, economic activity is buoyant from rapidly expanding in- 
dustrial production with sharply higher exports and imports, as well as 
strong capital inflows. While the country is planning its first balanced 
budget in fiscal year 1991, inflation and the current account balance are 
the main clouds on the horizon. The future stability of monetary policy will 
depend very much on the extent of interest rate flexibility introduced 
during the recent period of relatively low interest rates as well as the 
ability to maintain fiscal integrity. 
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Conclusion 


In the last 20 years the conduct of monetary policy in the Asian 
economies reviewed above has thus undergone significant changes. While 
the extent and manner of these changes have varied, their direction has 
been toward the more market-oriented use of monetary policy. 

With experience, most of the authorities came to recognize that finan- 
cial restrictions hindered economic growth. Ceilings on the interest rate, 
by depressing real interest yields, especially in high inflation environ- 
ments, worked to reduce incentives to accumulate domestic financial as- 
sets. Domestic investment was consequently dampened, credit controls 
often resulted in inefficient credit allocation by emphasizing credit flows 
to finance government deficits or capital-intensive projects by large firms 
at the expense of small firms, which were forced to seek credit in un- 
organized financial markets. 

The degree of success of monetary policy, nevertheless, seems to vary 
depending on institutional reforms, political factors, and the willingness 
and sincerity as well as perseverance of the government in pursuing 
financial and economic reforms necessary to ensure the effectiveness of 
monetary policy. 


Current Account Imbalance and 
Exchange Rate Policy 


Ponciano S. Intal, Jr.* 


he sharp rise in the price of crude oil during the latter half of 1990 

resulting from the Middle East crisis brings to the fore the issue 

of the impact of external shocks to the economies in the Asian and 

Pacific region and how to respond to such shocks. The immediate 
impact of the Middle East crisis is on the balance-of-payments positions of 
the region's economies, primarily due to the rise in oil import payments or 
oil export earnings and, for some countries, from a reduction in workers' 
remittances. For countries which have a substantial current account im- 
balance even before the Middle East crisis, it exacerbated the current 
account imbalance and heightened the policy issues that must be tackled 
to address the imbalance. How much of the current account imbalance is 
financiable? How far should there be exchange rate change? Should there 
be a sharp one-shot devaluation? How tight should the fiscal and monetary 
regime be? How far can we sacrifice growth for stabilization? These are 
some of the questions that policymakers tend to ask when confronted with 
the problem of large current account deficits. 

The issue of exchange rate policy is closely intertwined with that of 
current account imbalance. Thus, this article focuses particularly on the 
exchange rate as an expenditure-switching policy instrument to correct 
current account imbalance. It also discusses the effects of currency 
misalignment and exchange rate rules designed to minimize currency 
overvaluation. Although the exchange rate is a critical policy instrument 
for correcting current account imbalance, it must be borne in mind, how- 
ever, that exchange rate policy cannot address the current account im- 
balance alone. In fact, the effectiveness of exchange rate policy depends 
critically on complementary stabilization and structural adjustment 
policies. 





* Deputy Director-General, National Economic and Development Authority, Manila, Philippines. 
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What Is behind the Current Account Imbalance? 


In balance-of-payments accounting, the current account balance is 
equal to non-interest non-remittance net exports (i.e., exports minus im- 
ports, excluding interest income and payments and remittances) minus net 
interest payments plus net remittances from abroad plus net transfers 
from abroad. This slight modification of the standard presentation of the 
current account balance highlights the importance of interest payments 
and workers' remittances in the current accounts of a number of developing 
countries in the Asian and Pacific region. A current account deficit means 
that imports and interest payments exceed the sum of export receipts, 
remittances and net transfers. 

The current account balance (CA) is also equivalent to the net receipts 
from the rest of the world—that is, the national income (Y) of a country's 
residents from working and investing at home and abroad (including net 
transfers) minus the national expenditure (E) which consists of the expen- 
ditures of the country's residents on goods and services purchased at home 
and abroad for household consumption (C), investment by firms (I), and 
government expenditures (G): 


CA=Y-E=Y-(C+1I+G) 


In addition, since national income can be saved (S), taxed (T), or used for 
consumption (C), then: 


CA =(S —I) «(T-G) 


That is, the current account balance can also be construed as the sum of 
net saving and the government budget. In summary, assuming zero net 
transfers: 


(S-ND+(T-G)=Y-E= CA-X- M. 


The above equation suggests that a current account deficit, which 
means an excess of import payments, including interest payments (M) over 
export receipts, including remittances (X), reflects an excess of national 
expenditures over national income as well as an excess of private invest- 
ment over domestic private saving together with a budget deficit. The 
equation indicates that the current account position deteriorates when 
there is an increase in the budget deficit that is not offset by a rise in private 
saving or a reduction in private investment. 

It must be pointed out that any current account deficit is not neces- 
sarily worrisome. In fact, capital-starved less-developed countries would 
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most likely have deficits in their current accounts. The issue is whether 
the deficit is sustainable and financiable. There are essentially three ways 
of financing a current account deficit; namely, external borrowing, draw- 
down on international reserves, and inflow of portfolio and direct 
investment. 

It is clear that large current account deficits can be sustained for a 
long time if they are financed by inflows of portfolio and direct investment. 
In fact, this is the hallmark of successful economic policy, of an economy 
well on the road to sustained robust economic growth. Examples include 
the United States in the nineteenth century, Republic of Korea in the late 
1960s and most recently Thailand in the mid-1980s. 

The two other forms of financing, reserve drawdown and external 
borrowing, do not make sustainable current account deficits. Continued 
foreign borrowing would eventually make a country heavily indebted and, 
as the Philippines and the Latin American debtor countries learned, ex- 
tremely vulnerable to interest rate shocks in the world capital markets. 
When the ratio of total external debt to gross national product (GNP) rises 
to more than 50 per cent and the ratio of interest payments to exports of 
goods and services rises to about 30 per cent, a country can be considered 
heavily indebted, and voluntary access to commercial credits in the world 
capital markets bécome increasingly constrained, if not fully cut off. 

For most of the less-developed countries in the region which have 
limited international reserves, reserve drawdown provides no more than a 
very temporary breather for current account deficits. As the international 
reserves are increasingly drawn down, the country becomes more vul- 
nerable to any adverse shock like an oil price increase for an oil-importing 
country. More importantly, when reserves become critically low, market 
participants in the foreign exchange market increasingly suspect the sus- 
tainability of the current account deficit. As a result, there would be 
growing pressures on the exchange rate, one telltale sign that adjustment 
measures are needed to address the current account deficit. 


Addressing the Current Account Imbalance 


In addressing the current account imbalance, it is important to under- 
stand the key reasons behind the imbalance. The equations in the previous 
section can fit in with a number of specific reasons, but the following have 
been very important factors during the 1980s. 


* Deterioration in the external terms of trade, e.g., sharp rise in the 
price of oil imports while export prices remain sluggish or a sharp 
decline in export prices at the same time that import prices decline 
much less. The prices of many primary commodities fell sharply 
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during the early 1980s; by 1989 average commodity prices were still 
a third lower than in 1980.1! Some of the world’s most heavily 
indebted countries were among the hardest hit by the deterioration 
in the external terms of trade during the early 1980s. For example, 
the terms of trade of Brazil deteriorated by 33 per cent during 
1979-1983; of Mexico declined by 28 per cent during 1980—1985 and 
then sharply deteriorated by 29 per cent in 1986; of Argentina 
declined by 31 per cent during 1981-1986;? of the Philippines 
declined by 33 per cent during 1980-1982. 


* Rise in debt service due to higher world interest rates. The impor- 
tance of an interest rate shock lies in the relationship between the 
interest rate and growth in export earnings. When interest rates 
are higher than the growth in export earnings, a country cannot 
borrow out of its debt service without raising further the debt to 
export ratio, thereby worsening further its debt burden. For heavi- 
ly indebted middle-income countries such as Argentina, Brazil, 
Mexico and Philippines, it was sharp reversal in the interest rate- 
export growth rate equation which precipitated their debt and 
payments crises. That is, while the growth rates in export earnings 
were substantially higher than the world’s interest rates—London 
interbank offer rate (LIBOR) or U.S. Treasury bill rate—during the 
latter 1970s, the situation reversed during the 1981-1983 period 
with interest rates substantially higher than the growth rates in 
export earnings.* 


* Expansionary fiscal and monetary policies. Continuing large cur- 
rent account deficits and/or sharply depreciating currencies are 
correlated with continuing large fiscal deficits in less-developed 
countries. At times, expansionary fiscal and monetary policies ag- 
gravate current account imbalance that has been caused primarily 
by adverse external shocks; in this instance, the expansionary fiscal 
and monetary policies is more a case of inappropriate policy 
response to the adverse external shocks. 


It is generally considered in the economic literature that if the set- 
backs in the current account are primarily temporary, it is better to rely 


1. World Bank, World Development Report 1990 (New York: Oxford University Press, 1990), p. 13. 

2. J.Sachs, ed., Developing Country Debt and the World Economy, National Bureau of Economic Research 
(Chicago: University of Chicago Press, 1989), pp. 53, 98 and 162. 

3. Sachs, op. cit., p. 7. 

4. Sachs, op. cit., Figure 1.1, p. 8. 
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on financing measures either through reserve drawdown or external bor- 
rowing. Of course, this is for countries where these options remain open. If 
the current account imbalance is more permanent, however, it is necessary 
to institute adjustment measures. These adjustment measures, as the 
equations in the previous section suggest, need to reduce the excess expen- 
diture over income (i.e., expenditure-reducing measures) and to shift the 
pattern of domestic demand away from imports and the pattern of domestic 
production towards exports (i.e., expenditure-switching measures). In ad- 
dition, if there are structural bottlenecks to export growth (e.g., poor 
transport facilities), other measures needed to address such bottlenecks 
are called for. 

A package of policy measures is usually resorted to in addressing a 
current account imbalance. If expenditure reduction were solely relied 
upon to eliminate a current account deficit, the required reduction in 
expenditures could mean a substantial reduction in GNP, with the atten- 
dant increase in unemployment. To minimize the recessionary effect of the 
current account adjustment, it is necessary to include in the package 
expenditüre-switching measures. The key expenditure-switching policy is 
exchange rate policy. 


Foreign Exchange Market and Exchange Rate Determination 


Before tackling the exchange rate as an expenditure-switching policy 
measure, it is useful to first have a brief overview of the theoretical 
underpinnings of exchange rate determination. 

As Kouri puts it:5 


All economic transactions between countries or regions that belong 
to a different currency area must go through the foreign exchange market. 
Domestic residents wishing to purchase goods and services or assets 
abroad must first acquire foreign currency in the amount ofthese planned 
purchases. Similarly, foreign residents wishing to purchase goods and 
services or assets in the domestic economy must first acquire domestic 
currency in the amount of their planned purchases. Going through the 
foreign exchange market would not be necessary if domestic money was 
acceptable as a means of payment at home. Since this is not the case, 
planned domestic payments abroad translate to demand for, and planned 
foreign payments at home to supply of, foreign currency in the foreign 
exchange market. 





5. Penti Kouri, Balance of Payments and the Foreign Exchange Market: A Dynamic Partial Equilibrium 
Model, Cowles Foundation Discussion Paper No. 510 (New Haven, Conn.: Yale University, 1978), p. 1. 


Current Account Imbalance and Exchange Rate Policy 95 


Partial Equilibrium Analysis of Exchange Rate Determination. 
The simplest and most basic way to look at the exchange rate is that the 
exchange rate is the price of a foreign currency (or basket of foreign 
currencies) in terms of the local currency. The above quotation provides a 
more subtle but deeper insight into the exchange rate. In the absence of 
intervention, the exchange rate equilibrates the demand for and supply of 
foreign exchange. This equilibrium condition also corresponds to the equi- 
librium in the planned or ex-ante balance of payments. Thus, the current 
account and the balance-of-payments are closely intertwined with the 
foreign exchange market and the exchange rate. 

In countries with heavy intervention in the foreign exchange market, 
the exchange rate may be pegged by the government. The sustainability of 
the pegged exchange rate depends on whether the foreign exchange rate is 
roughly in equilibrium and there are no substantial shocks either on the 
demand side or the supply side to put the hitherto rough equilibrium in the 
foreign exchange market out of kilter. Net sales of foreign exchange by the 
central bank in the foreign exchange market, and therefore changes in the 
central bank's gross international reserves, provide the mechanism by 
which the government addresses (temporary and mild) imbalances in the 
foreign exchange market. 

Figure 1 illustrates the above discussion. In the figure, under no 
government intervention and given the supply of (Sp) and demand for (Di) 
foreign exchange, the exchange rate is e*. However, if the government pegs 
the exchange rate at e,, the government would have to meet the resulting 
excess demand for foreign exchange equal to AB by net sales of foreign 
exchange by the central bank. 

If the pegged exchange rate is out of line with the equilibrium condi- 
tions in the foreign exchange market, a parallel gray or black market for 
foreign exchange emerges. As the sustainability of the pegged exchange 
rate becomes increasingly suspect (as probably indicated by low level of 
central bank gross internationalreserves and a flurry of government moves 
to try to contain the demand for foreign exchange), the black market for 
foreign exchange flourishes and the divergence between the official or 
pegged exchange rate and the black market rate widens (i.e., the black 
market premium increases). In Figure 2, the black market rate is deter- 
mined by the black market demand for (D5,.) and the black market supply 
of (S>,,) foreign exchange; the gap between e, and e, is the black market 
premium. Ultimately, a devaluation or depreciation of the local currency 
may occur. 

With the demise of the largely fixed exchange rate regime in the world 
under the old Bretton Woods system and the concomitant emergence of 





6. Kouri, op. cit., p. 1. 
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Figure 1: Partial Equilibrium Determination of the Exchange Rate 
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nearly free floating currencies in some countries, many less-developed 
countries have shifted to "dirty" (or heavily managed) floating of their 
currencies. Thus, compared to the Bretton Woods system in the 1950s and 
1960s, there is now greater openness to exchange rate adjustments among 
less-developed country governments. Nevertheless, based on the Philippine 
experience in Asia, it appears that the populace has a decided preference 
for stable currency rather than a fast-depreciating one. Moreover, the 
experience of some countries in Latin America indicates that frequent 
depreciations or devaluations do not provide a "more-than-temporary" 
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Figure 2: Exchange Rate Determination with a 
Black Market for Foreign Exchange 
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(or lasting) equilibrium in the foreign exchange market unless the under- 
lying factors behind the continuing or frequent imbalances in the foreign 
exchange market are effectively addressed. This leads us to the macro- 
economics of exchange rate determination. 


Monetary and Portfolio View of Exchange Rate Determination. 
The sharp increase in capital mobility internationally among the major 
developed countries since the 1970s has led to new approaches to exchange 
rate analysis. The exchange rate has come to be viewed as determined, at 
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least in the short run, by the international flows in the capital account 
arising from asset or portfolio considerations of individual asset holders. 
The monetary approach and the later, more general portfolio-balance 
approach to exchange rate determination embody this new perspective." 

In the early monetary model, the exchange rate is viewed simply as 
the relative price of two monies: 


Mk (Y" i 
M'K(y,i) 





where £ is the nominal exchange rate, M (M*) is domestic (foreign) money 
supply, Y (Y*) is domestic (foreign) national income, i (i*) is domestic 
(foreign) interest rate, and k is a constant assumed to be the same for both 
countries. This view of the exchange rate assumes an international law of 
one price, ie., P - E P* where P (P*) is domestic (foreign) price, full 
employment and flexible exchange rate. 

The monetary model gives the following predictions: an increase in 
money supply at home, other things being equal, leads to depreciation of 
the local currency; the opposite happens if the increase is in the foreign 
money supply. Given constant incomes and interest rates, the simple 
monetary model implies that the rate of depreciation of the local currency 
is equal to the excess of domestic monetary growth over foreign monetary 
growth. The implication on financial policy is clear: if the country wants to 
maintain the level of its exchange rate with a foreign country, it must align 
its monetary growth with foreign monetary growth. 

The assumptions underlying the monetary model are particularly 
restrictive, including the implicit assumption that assets except monies are 
perfectly substitutable. In response, the more general portfolio-balance 
approach, which assumes imperfect asset substitutability, was developed. 
Under this approach, the (short run) exchange rate is determined by: 


E-h (i, nE 


where W is initial wealth and F is net holdings of foreign assets. In this 
approach, the exchange rate is the "price at which individuals willingly 
hold the stocks of domestic and foreign assets".8 The exchange rate affects 
portfolio holdings because a change in the exchange rate results in capital 
gains or losses. 


7. For a lucid and extensive survey of approaches to exchange rate determination until the early 1980s, 
see A.O. Krueger, Exchange-Rate Determination (Cambridge University Press, 1983). 
8. Krueger, op. cit., p. 88. 
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Interaction of the Current Account and Capital Account. 
While the current account was largely forgotten by the theories of the early 
and mid-1970s, its role and importance in exchange rate determination 
reappeared by the late 1970s. The emerging framework is that in the short 
run, the exchange rate is determined primarily by financial and asset 
considerations; in the long run, however, the real variables that underpin 
the current account balance loom large in the determination of the long-run 
exchange rate. 

The interaction between the capital account and the current account 
is illustrated in Figure 3.? In the figure, FF gives the short-run equilibrium 
condition in the exchange rate at different levels of the stock of foreign 
assets held by the home country residents. BB gives the positive relation 


Figure3: Interaction of the Current Account and the Capital Account 
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9. Kouri, op. cit., p. 17. 
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Ship between the exchange rate and the current account balance, other 
things being equal. Given an initial stock of foreign assets F,, the short-run 
equilibrium exchange rate is E,. At this exchange rate, however, the 
country experiences a current account surplus. The current account 
surplus adds to the stock of foreign assets at the same time that the local 
currency appreciates, which in turn would reduce the current account 
surplus. In the long run, and assuming no real growth or inflation, the 
long-run equilibrium exchange rate is E* which corresponds to a zero 
current account surplus and to the ideal level of stock of foreign assets. In 
this model, the asset market determines the short-run equilibrium ex- 
change rate while the current account determines the long-run equilibrium 
exchange rate. The market exchange rate is the weighted average of the 
short-run exchange rate and the long-run exchange rate. Thus, the market 
exchange rate is determined by both financial or asset variables and the 
real variables that influence trade and therefore the current account. 

We need to work on the exchange rate in real terms (i.e., the real 
exchange rate) when we deal with real variables. The real exchange rate 
is the nominal exchange rate defined in terms of the country's basket of 
goods (or the relative price of the nominal exchange rate to the country's 
price level). The real exchange rate is determined by the real variables that 
underpin a country's trade and current account. 

The new models assume full currency convertibility and no capital 
account restrictions. Considering that many developing countries have 
capital account restrictions of varying degrees and do not have full curren- 
cy convertibility, the new models cannot be readily applied to less- 
developed countries. Nevertheless, these models bring out more clearly the 
role of financial markets and financial policy in the exchange rate and 
highlight the fact that it is the real exchange rate that is of particular 
interest in addressing issues related to the current account. Additionally, 
the models also bring out the fact that the exchange rate is not the price of 
any simple commodity. Rather, the exchange rate is fundamentally a 
macroeconomic price: it affects all commodities and sectors of the economy 
in varying degrees. At the same time, it is heavily influenced by develop- 
ments in the financial and commodities markets domestically and even 
abroad. 

The extensive reach and varying impact of the exchange rate on the 
various sectors of the economy explains the propensity of many govern- 
ments to intervene (sometimes heavily) directly or indirectly in the foreign 
exchange market. It also shapes the usually difficult polities of large 
discrete currency devaluations because an exchange rate adjustment af- 
fects differently various segments of the economy. Nonetheless, it is 
precisely this extensive reach and varying impact on the various sectors of 
the economy, which makes the exchange rate a powerful expenditure- 
switching policy instrument. 
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Current Account, Real Exchange Rate and Expenditure Switching 


Let us assume that we have a small economy; that is, the prices of 
exports and imports in foreign currency (e.g., U.S. dollars) terms are given, 
and for the purposes of our analysis, are constant. We can define the real 
exchange rate as the price of one real U.S. dollar (or one price-deflated U.S. 
dollar) in terms of the number of real local currency (or price-deflated local 
currency) as follows and as shown in Figure 4:19 





where ER = real exchange rate; E = nominal exchange rate; Pa « domestic 
price deflator (e.g., consumer price index); and Pw = foreign price deflator. 

Let us consider the supply and demand for foreign exchange (e.g., U.S. 
dollars) in real terms. For our analysis, the supply of real dollars is brought 
about by exports (in real terms) while the demand for real dollars is 
reflected in the demand for imports (in real terms). In Figure 4, at a real 
exchange rate of ER, there is an excess demand for real dollars for imports 
of AD. This is equivalent to the current account deficit in real dollars at 
ER, Assume that a normal, sustainable level of capital inflows equal to AC 
is available to meet the excess demand for real dollars for imports at ER,. 
In this case, there remains the unaccounted amount CD which is the 
amount of the current account deficit in real dollars which needs to be 
additionally financed (through reserve drawdown) or, if reserve drawdown 
is not feasible, the deficit that needs to be eliminated through expenditure- 
reduction and expenditure-switching policies. 

Expenditure-reduction measures aimed at reducing the current ac- 
count deficit tend to focus on reducing import demand. Examples include 
reduction in government expenditures on imports and on investments that 
are import dependent; increase in taxation to reduce overall household 
consumption spending and therefore household demand for imports. The 
problem with relying on expenditure-reduction measures solely to solve the 
current account deficit is that the share of imports to GNP is generally 
small such that a domestic economic recession may need to be induced in 
order to eliminate the current account deficit. Economic recession, how- 
ever, means increased unemployment and underutilized industrial 
capacities. 





10. R. Dornbusch and F.L.C.H. Helmers, The Open Economy: Tools for nomena in "Developing 
Countries (New York: Oxford University Press, 1988), pp. 12-13. Mu dias neg 
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Figure 4: Real Exchange Rate and the Current Account 
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Expenditure Switching. An alternative to expenditure reduction 
is expenditure switching. In Figure 4, if the real exchange rate rises (i.e., 
if the local currency depreciates in real terms) from ER, to ER', then the 
current account deficit problem (of CD) is solved. 

To understand how the real depreciation of the local currency im- 
proves the current account balance, it is useful to determine the effect of a 
local currency depreciation on the various sectors of the economy. On the 
production side, there are four types of industries that are of interest, 
namely, the import-competing industries, exportable industries, industries 
producing solely for the domestic market, and non-traded goods and ser- 
vices. Import-competing industries by definition are local industries that 
compete with imports in meeting local market demand. A real depreciation 
of the local currency which increases the relative local currency cost of 
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imports would reduce imports and increase the demand for (and output of) 
the import substitutes. 

Exportable industries produce goods for both domestic and export 
markets. A real depreciation of the local currency increases the local cur- 
rency prices of exports, thereby encouraging exportable industries to in- 
crease their production for exports. Furthermore, a real local currency 
depreciation decreases the foreign currency prices of exports, thereby en- 
couraging increased foreign demand for the country's exports. In addition, 
because of the increase in the local currency prices of the exportables, there 
would be a reduction in the domestic demand for the exportables which can 
then be shifted to the export market. The net result is increased exports. 

Industries that produce solely for the domestic market (and effectively 
shielded from import competition) may eventually be encouraged to go into 
exports if the "price is right". That is, depending on which industry, there 
are critical real exchange rate values that would encourage a solely domes- 
tic market oriented industry (or firm) to go into exports. 

Finally, the (internationally) non-traded goods and services such as 
haircutting, insurance and government service, will not be directly affected 
by a change in the real exchange rate. These industries, which tend to be 
labor intensive, are indirectly affected by the real local currency deprecia- 
tion to the extent by which the import-competing and exportable industries 
have lured away labor hitherto employed in these non-traded industries. 
The real local currency depreciation also affects the non-traded industries 
in terms of the increased local currency cost of their importable or imported 
inputs. 

It is apparent from the above discussion that, in contrast to relying 
solely on expenditure-reduction measures, expenditure switching through 
a real currency depreciation need not result in economic recession and 
unemployment. Indeed, in comparisons of the experiences of many less- 
developed countries, analysts have found that countries which had sig- 
nificant real currency depreciation grew more and were more successful 
than countries which did not have real currency depreciation. 


Real Depreciation versus Nominal Depreciation. The preceding 
analysis indicates that it is real depreciation, not nominal depreciation, 
that matters in addressing the current account deficit. Nonetheless, to have 
a real currency depreciation there is usually a need for a nominal currency 
depreciation. What is important is that domestic prices remain constant, 
or more realistically do not increase proportionately, as the rate of currency 
depreciation. This can be gleaned from the real exchange rate definition, 
where Pw is constant: 


2 _EIR => ERTif ET but Pa constant 
$1 [Pa or TA E/E > T AP; [Pi 
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How can domestic prices not increase as much as the rate of currency 
depreciation? To answer this, it is useful to decompose the domestic price 
level (Pa) as a weighted average of prices of importables (Pm), exportables 
(Px) and non-traded goods (Pn): 


Pa = a, Pm + ag Px + (1- a, — a5) Pn 


Since Pm = E PM* (1 + t) and Px = E Px*, where t is the average tariff rate and 
the asterisked prices are the world prices in dollar terms (assumed constant), 
then the only way by which the price level will not increase proportionately 
to the rate of local currency depreciation is when the prices of non-traded 
goods decline, stay constant or do not increase proportionately. 

By definition, prices of non-traded goods and services are determined 
by domestic supply and demand conditions. Considering that these non- 
traded goods and services are labor intensive, the wage rate is therefore an 
important determinant of the prices of non-traded goods and services. In 
view of this, delinking wage rate changes from nominal exchange rate 
changes and the pursuit of a non-inflationary monetary and fiscal policy 
are important complementary measures to a nominal currency devalua- 
tion, if a real currency devaluation were to result. 


Commercial Policy as Expenditure Switching. An alternative to 
real currency depreciation as an expenditure-switching instrument is com- 
mercial policy, particularly, increased tariffs on imports, import control 
and export subsidies as measures to address a current account deficit. 
Tariffs and import control cut imports; export subsidies encourage exports. 
Tariffs also increase revenues while subsidies usually require outright 
government expenditures or forgone revenues. Import control and quotas, 
while reducing imports, give "rents" to (private) holders of licenses to 
import; as such, they are less preferable to tariffs. 

The problem with tariffs is that they tend to require legislation and 
are therefore difficult to enact. They are also difficult to finetune in as much 
as they are product specific. Only an across-the-board import surcharge for 
balance-of-payments purposes seems to be the easiest to implement, espe- 
cially taking into consideration strictures under the General Agreement on 
Tariffs and Trade (GATT). However, across-the-board surcharges tend to 
distort the usual structure of tariffs which is why surcharges are usually 
imposed only temporarily. Import control and quotas impose greater ad- 
ministrative burden on the government; they are also conducive to graft 
and corruption. Export subsidies require commodity targeting and efficient 
duty drawback systems. Moreover, export subsidies usually do not benefit 
or encourage domestic-oriented industries to go into exports, unless the 
subsidy budget is very large. And finally, export subsidies can be counter- 
vailed by foreign importing countries. 
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Thus, a real currency depreciation is in principle preferable to in- 
creased tariffs, import quotas and export subsidies because it is easier to 
administer (only a change in central bank rates will do it) and it relies more 
on decentralized decisions of market participants rather than on 
bureaucrats. Nevertheless, when countries are faced with large current 
account deficits, governments tend to use commercial policy instruments 
earlier or in tandem with a currency depreciation or devaluation. This is 
related to the politics of depreciation or devaluation which will be dealt 
with in the next section. 


Currency Misalignments and Exchange Rate Adjustments 


Despite the inherent superiority of real exchange rate changes over 
commercial policy in addressing foreign exchange imbalance, currency 
overvaluation is a common phenomenon in developing countries. What are 
the effects of currency overvaluation? Why do governments allow their 
currencies to be overvalued over a significant period of time? This section 
discusses these two questions. In addition, it also discusses arrangements 
that may help reduce currency overvaluation more automatically. 


Effects of Overvaluation. Overvaluation leads to losses in produc- 
tion, employment and finance. The larger and longer the currency over- 
valuation, the greater the losses. 

In regard to production, currency overvaluation reduces the external 
competitiveness of the economy. Imports become cheaper than they should 
be, thereby hurting the local producers of import substitutes and the local 
producers of inputs to the import substitutes. This leads to greater import 
dependence of the economy, especially for intermediate inputs that are 
artificially cheapened by the currency overvaluation. Furthermore, local 
exports become more expensive than they should be for foreign buyers, 
thereby resulting in exports having lower market shares in the world or 
being totally price uncompetitive. For exports wherein the export price is 
given from the point of view of the exporting country, currency overvalua- 
tion has the effect of reducing the export earnings in local currency terms, 
thereby reducing the incentives to export. The net effect is lower exports 
than under a more realistic exchange rate. 

In a labor-surplus economy with substantial unemployment and un- 
deremployment, the country can be expected to be an exporter of labor- 
intensive goods and services. Thus, to the extent that exports are curtailed 
by currency overvaluation, employment creation is discouraged. The cur- 
rency overvaluation in effect raises the dollar cost of domestic wages, 
thereby reducing the competitiveness of the labor-intensive exports. It also 
artificially cheapens the cost of imported capital goods, leading to the use 


106 Asian Development Review 


of more capital-intensive technologies which in turn leads to further 
erosion in opportunities for employment creation. : 

In regard to finance, currency overvaluation has the effect of artifi- 
cially reducing the true interest cost of capital borrowed abroad. As a 
result, external borrowing is encouraged. In addition, overvaluation 
reduces the tax revenues from imports. Tariff rates are usually ad valorem; 
considéring that currency overvaluation lowers the local currency value of 
imports, then tariff revenues are less than what they would be under a 
more realistic exchange rate. 


Devaluation. Despite the losses in production, employment and 
finance, it is interesting to note that currency overvaluation is a common 
occurrence in the developing world. There are two likely reasons for this. 
First, governments do not have a good appreciation of the full extent of the 
adverse effects of currency overvaluation. Second, governments are reluc- 
tant to adjust their currencies because of significant sociopolitical implica- 
tions of a currency devaluation. 

Currency overvaluation can be less apparent and more difficult to 
track down. In developing countries with capital flow controls and tight 
international reserves, currency overvaluation can persist if imports are 
controlled either through import quotas and other non-tariff barriers or 
through higher tariffs. Moreover, if the structure of tariffs consists of low 
tariffs on imported capital goods and raw materials and much higher tariffs 
on imported consumer goods, as has been the early history of the import- 
substitution strategies of developing countries during the 1950s and 1960s, 
the result is an economy characterized by an import dependent import- 
substituting manufacturing sector. At the same time, a large segment of 
the manufacturing sector becomes effectively non-tradable because of the 
high effective protection accorded. For the non-tradable manufacturing 
sector, a devaluation increases the local currency costs of imported inputs 
without a corresponding rise in the prices of outputs, resulting in profit 
margins being squeezed. Further, the import dependence of the manufac- 
turing sector makes it more vulnerable to a currency devaluation in terms 
of a significant increase in the cost of production, thereby leading to price 
increases. The group of import dependent import-substituting manufac- 
turers thus becomes a lobby group against currency devaluation. 

One group that has been vocal against currency devaluation or which 
tends to engage in concerted action after a devaluation is the organized 
labor group. Almost by definition, currency overvaluation implies that 
wages in dollar terms are higher than they should be; hence, the devalua- 
tion is meant to reduce the wages in dollar terms to more realistic levels. 
Not surprisingly, there is a tendency for the organized labor group to ask 
for wage increases in order to regain their lost purchasing power. This has 
been a major reason behind the reluctance of governments to devalue. A 
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devaluation that is followed by proportionate inflation fueled by wage 
increases renders the devaluation useless inasmuch as it is the real 
depreciation (i.e., nominal depreciation adjusted for the rate of inflation) 
that matters in effecting appropriate responses from producers and con- 
sumers. In the Latin American experience, the full indexing of wages to the 
rate of inflation has been a principal reason for the spiralling of inflation 
rates during the 1980s. Thus, a delinking or a shift to a partial indexing 
was necessary to help control the inflationary spiral; otherwise, the cur- 
rency devaluation becomes an implicit inflation tax which leaves the 
poorest unemployed in a worse position. 

Another sociopolitical reason for the reluctance to devalue is because 
a currency devaluation increases the local currency cost of debt service. For 
heavily indebted firms, this adds to their profit squeeze. In heavily in- 
debted developing countries where it is the government and the central 
bank which are the major external borrowers, currency devaluation tends 
to increase the budgetary cost of interest payments. For heavily indebted 
central banks, the currency devaluation could worsen their profit and loss 
picture. 

Finally, negative perceptions and attitudes about a devaluation by the 
populace has been an important factor for the reluctance to devalue. A 
stable currency tends to be viewed by the populace as an indication of the 
strength and stability of the economy. On the other hand, a currency 
devaluation tends to be considered by many as an indication of failure in 
the management of the economy. Thus, it has been found that devaluations 
in developing countries increase the likelihood of a change in finance and 
economic officials, and sometimes even of the incumbent government ad- 
ministration (e.g., president and prime minister).!! 


Exchange Rate Indicators. Delaying the implementation of a 
devaluation does not stop the need for it. Instead, the delay usually results 
in the need for a larger currency devaluation and hence greater adjustment 
costs. It is, therefore, preferable to have more timely exchange rate adjust- 
ments in order to have smoother adjustment. This necessitates exchange 
rate indicators that provide good indication of the extent of currency 
misalignment and exchange rate rules for more automatic exchange rate 
changes. 

Three exchange rate indicators that can be used to determine the need 
for currency adjustment are the real exchange rate, international reserves 
and the current account. In regard to the real exchange rate, if the labor 
cost in dollar terms adjusted for labor productivity has increased sig- 
nificantly at home relative to those of the competitors, then a currency 
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devaluation or depreciation may be warranted. If data on the labor cost 
adjusted for labor productivity are not available, an alternative indicator 
is a price competitiveness index which is the ratio of the real effective 
exchange rate at home to the real effective exchange rate of competing 
countries. The base year of the index needs to correspond to a domestic and 
foreign cost structure consistent with rough equilibrium in the current 
account. If the index shows a substantial deterioration in competitiveness, 
a real exchange rate depreciation is warranted. 

The level of international reserves in terms of the number of months 
of imports is another indicator of the need for currency adjustment. 
Countries would have an ideal number of months of imports worth of 
international reserves. When the level of international reserves is substan- 
tially below the ideal level, pressures on the exchange rate would creep in. 
A careful evaluation of the historical experience of the country would help 
reveal what is the critical level that triggers significantly increased ex- 
change rate speculation so that before reaching this critical level, the 
government can institute the necessary exchange rate adjustment. 

Finally, what is probably the best approach to determining the need 
for exchange rate adjustment is to make sensitivity projections on the 
current account. If the projections indicate that under the prevailing policy 
regime (including the prevailing exchange rate) the current account deficit 
is unsustainable, then an exchange rate adjustment is warranted. The 
magnitude of the exchange rate adjustment would depend on the feasible 
complementary measures that need to be implemented to address the 
current account imbalance. 


Crawling Pegs and the Exchange Rate as an Anchor. Given the 
indicators, prolonged overvaluation can be avoided and exchange rate 
decisions "depoliticized" if exchange rate changes are more frequent, small, 
and randomly done by the central bank instead of by a cabinet decision. 
The need is for a framework or exchange rate target for the random series 
of small exchange rate adjustments. 

This is the essence of the crawling peg whereby the local currency is 
adjusted frequently but randomly to the extent of the differential in the 
inflation rates at home vis-à-vis abroad. In effect, the exchange rate target 
is to maintain the real exchange rate at a constant level. If a real deprecia- 
tion ofthe local currency is warranted, then a currency depreciation greater 
than the inflation rate differential is needed. The local currency can be 
pegged to one major currency or to a basket of currencies. The latter is 
resorted to when the country's export and import trades are dispersed 
among major currency countries as this would prevent inadvertent sub- 
stantial currency misalignment with a major currency country simply 
because of the fluctuations in the exchange rates among the major 
currencies. 
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Crawling pegs are popular in Latin America. Given the history of 
high inflation rates in many countries in Latin America, the use of crawling 
pegs has helped prevent serious currency overvaluation, thereby helping 
maintain export competitiveness. In effect, the crawling peg accommodated 
the internal fiscal and monetary imbalances while at the same time largely 
shielding the trade account in Latin America. However, the Latin Ámerican 
currencies have depreciated so fast and so much that they are a stark 
contrast to the generally stable exchange rates of the economically success- 
ful Asian countries. 

The contrast in the exchange rate histories of Latin America and the 
successful Asian economies have fueled the view of using the "exchange 
rate as an anchor".!? In this view, a stable exchange rate is targeted over 
a rather long period, and the country's fiscal and monetary policies must 
fit in with this commitment. If this is credible, price and wage setting 
locally would adjust to the monetary, fiscal and exchange rate policies, 
thereby resulting in low inflation rates. This is really almost like the fixed 
exchange rate system which is sustained by internally consistent fiscal and 
monetary policies. However, in view of the fact that there were many 
instances in the 1950s and 1960s of balance-of-payments crises in the 
developing world because internal policies were inconsistent with the 
demands of a fixed exchange rate, the view of the exchange rate as a policy 
anchor does not appear tenable. Indeed, closer scrutiny reveals that the 
stability in the exchange rate of the successful Asian countries is not due 
to the use of the exchange rate as a policy anchor but rather is due to the 
strong commitment of these countries to stable prices or low inflation which 
meant conservative fiscal and monetary policies. Thus, as a result of their 
low inflation rates over a long period of time, the exchange rates of these 
countries have likewise remained relatively stable over a long period of 
time. 


Concluding Remarks 


This article indicates that in addressing an unsustainable current 
account deficit, a real depreciation of the local currency is superior to 
import controls and higher tariffs and is an important complement to 
expenditure-reduction policies. When the underlying real factors underpin- 
ning the current account (e.g., the external terms of trade) change sig- 
nificantly, the real exchange rate needs to be adjusted accordingly, 
primarily through crawling pegs, in order to prevent the worsening of the 
current account imbalance. Appropriate exchange rate adjustments do not, 
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however, prevent altogether the recurrence of serious current account 
imbalance. Indeed, the contrasting experiences in recent years of Latin 
American countries and the more successful Asian countries demonstrate 
the importance of responsible and conservative fiscal and monetary policies 
for dampening the recurrence of serious current account imbalance. Thus, 
while attaining a realistic exchange rate is necessary for addressing an 
existing current account imbalance, maintaining a realistic exchange rate 
requires responsible fiscal and monetary policies. 

Finally, in order that the realistic exchange rate contributes sig- 
nificantly to robust export and economic growth, it is important that 
structural adjustment policies are implemented, e.g., more outward-look- 
ing trade and industrial policies, tenurial reform and infrastructural in- 
vestment in agriculture and rural areas. In sum, attaining a realistic 
exchange rate, maintaining it through low inflation rates via responsible 
fiscal and monetary policies and through appropriate exchange rate chan- 
ges as necessitated by external developments such as terms of trade 
deterioration, and encouraging robust export and economic growth through 
structural policy adjustments and infrastructural investments (both social 
and physical) would ultimately make the problem of current account im- 
balance less pressing for the developing countries. 


Intra-Asian Trade and 


Foreign Direct Investment 
James Riedel* 


he purpose of this article is to explain the level and pattern of 

intra-Asian trade and foreign direct investment. The approach is 

positive rather than normative in that the aim is to explain the 

facts and not to suggest what should be the level and pattern 
of intra-Asian trade and direct investment. We shall therefore eschew 
making policy recommendations to promote intra-Asian trade and direct 
investment. 

The article first examines the theory of international trade and invest- 
ment as it pertains to the intraregional dimension of these flows. There is 
in fact no separate theory of trade and investment between countries of a 
given geographical region apart from the general theory of trade and 
investment. Essentially, the theory argues that where there are com- 
plementarities between economies, international trade and investment 
arise to exploit the profit opportunities they provide, subject always to the 
proviso that obstacles are not placed in their way. What is true generally 
should hold equally for trade and investment among countries of the Asian 
region. 

The article then briefly surveys the potential for intra-Asian trade, 
focusing on the main complementarities which exist among the Asian 
economies and the barriers to trade in the Asian countries. This is followed 
by an overview of the level and pattern of intra-Asian trade and by an 
examination of some special features of intra-Asian trade, in particular the 
role of Japan, trade among the newly industrializing economies (NIEs), 
among the countries of the Association of Southeast Asian Nations 
(ASEAN) and among the South Asian countries, and finally the role of 
entrepót trade in Asia. 
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Subsequently, the art$21e examines intra-Asian direct investment and 
assesses how well it conforms to the pattern one would predict from the 
theoretical principles. Finally, it briefly considers the future prospects of 
intra-Asian trade and direct investment. 


Theoretical Considerations 


It is convenient to consider the theory of trade and the theory of 
foreign direct investment separately. However, the relationship between 
these flows, in particular the question of whether they are complements or . 
substitutes, will be addressed. 


International Trade Theory. The theory of international trade is 
founded on the principle of comparative advantage. As Ricardo first ex- 
plained it, for a nation to gain from trade all that is necessary is that its 
relative cost of producing different goods differ from the relative cost of 
producing the same goods in other countries. No matter whether a country 
is absolutely more (or less) efficient in producing all goods, it will gain from 
trade, exporting those goods whose relative cost of production at home is 
low and importing those goods whose relative cost is high. Since virtually 
every country in the world has a comparative advantage in something (and 
hence comparative disadvantage in something else), every country in the 
world should gain from trade. 

The commodity pattern of trade is explained by the determinants of 
comparative advantage. The most widely applied hypothesis, the Heck- 
Scher-Ohlin theorem of neoclassical trade theory, posits that comparative 
advantage derives from differences among countries in relative endowment 
of resources. The theorem as it is generally formulated rests on several key 
assumptions: constant returns to scale, a common worldwide stock of 
technological knowledge, common tastes and preferences among countries, 
and no country-specific resources or factors of production. Under these 
assumptions it follows that a country will find a comparative advantage in 
those goods which use the relatively abundant factor of production relative- 
ly intensively. In other words, relatively labor-abundant (developing) 
countries are predicted by the theory to have a comparative advantage in 
relatively labor-intensive goods, while relatively capital-abundant 
(developed) countries find a comparative advantage in capital-intensive 
goods. The theory can be extended to allow for many factors of production 
and many countries without losing much of its generality.! For example, in 
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a multicountry model in which countries’ relative endowment of labor and 
capital are on a continuum, it can be shown that a country in the middle of 
the continuum will trade in both directions, exchanging its exports for more 
capital-intensive goods in relatively capital-abundant countries and for 
more labor-intensive goods in relatively labor-abundant countries.? 

The Heckscher-Ohlin hypothesis has been tested empirically for many 
countries and found generally to hold, especially for trade in manufactures 
between countries at different per capita income levels. The hypothesis 
naturally fails when its key underlying assumptions are seriously at odds 
with reality. For example, the assumption of no country-specific resources 
- clearly does not apply to natural resources which are distributed very 
unevenly around the world. Obviously, if a country does not have certain 
natural resources, it will import them regardless of the capital or labor- 
intensiveness of their extraction. 

Another assumption which has been called into question is that there 
is common worldwide stock of technological knowledge to which all 
countries have equal access. Even if technology is ultimately diffused 
around the world, it takes time for this to happen. Therefore, countries 
which are better able to generate new technologies gain a comparative 
advantage, albeit a temporary one, in producing new goods which use newly 
minted technology, what are often called "high-tech" goods. Over time, as 
new products become standardized for mass consumption, their production 
may shift from the country which created them to other countries with 
lower production costs. That products have a life cycle and that countries 
specialize at different stages in the product life cycle has been offered as 
an alternative to the Heckscher-Ohlin hypothesis.? However, the product 
cycle theory fails as a separate theory of trade because it begs the question 
of why some countries are better able than others to create new products 
and new technologies. If the reason is that some countries have more skilled 
labor and scientific resources to devote to research and development, then 
the product cycle theory comes close to being nothing other than an 
extended version of the Heckscher-Ohlin proposition. 

Trade based on the principle of comparative advantage, whether it 
derives from an abundance or scarcity of natural resources, from 
differences in relative endowment of labor and capital, or from leads and 
lags in technology, is a market response to international differences in 
production capabilities. The greater these differences, the greater the 
potential gains and the larger the potential scope of international trade. 
And yet it has been observed that the largest proportion of international 
trade is among the developed countries, which are very similar in terms of 
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per capita income and relative resource endowment. Furthermore, a large 
proportion of trade among the developed countries involves the simul- 
taneous export and import of similar goods (or at least goods classified for 
statistical purposes in the same commodity categories), what is known as 
intraindustry trade. On the face of it, intraindustry trade appears to be 
something quite distinct from trade based on comparative advantage since 
it appears to be motivated by similarities rather than differences among 
countries. 

Several theories have been advanced to explain intraindustry trade. 
Naturally, they rest on assumptions very different from the Heckscher- 
Ohlin theorem. The Heckscher-Ohlin assumption of common tastes and 
preferences, for example, has been challenged by Linder who suggests 
instead that tastes and preferences differ among countries according to per 
capita income.* On this assumption, it is argued that as per capita income 
differences among countries decline, as they did for example in Europe, 
trade will expand rather than diminish because of a growing overlap of 
demand for each country's variety of products. The empirical implication 
of this proposition is that intraindustry trade should be greatest among 
countries at similar income levels. This is essentially what the data show, 
although intraindustry trade is largely confined to trade among developed 
countries. There is little intraindustry trade among developing countries 
of similar per capita incomes.5 

To sum up, traditional theory argues that trade occurs largely in 
response to differences among countries in production capabilities. The 
possible exception to this is intraindustry trade which occurs predominant- 
ly among the developed countries and in any case may be more an aggrega- 
tion phenomenon than a fundamental contradiction of the traditional 
theory. The implications of trade theory for intra-Asian trade are obvious— 
where significant differences in production capabilities exist among the 
Asian countries, international trade is likely to arise, provided that there 
are no significant barriers to these flows, such as high transportation costs 
or policies restricting trade. 


Theory of Direct Investment. International trade and foreign 
direct investment have much in common; most importantly, both are 
market responses to opportunities provided by differences among countries 
in production capabilities. Since both serve the same purpose, evening out 
consumption possibilities in a world of different production capabilities, a 
central question that arises in regard to direct investment is why it takes 
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place at all. The most comprehensive answer to this question is given by 
the "eclectic theory" of foreign direct investment. 

According to this theory, there are three sets of determinants of 
foreign direct investment, each relating to an advantage of direct invest- 
ment over alternative modes of serving the firm's customers at home and 
abroad. The first necessary condition for foreign direct investment is that 
foreign firms have an ownership advantage over their rivals or potential 
rivals in the host country. The ownership advantage is necessary to out- 
weigh the disadvantage of being foreign. It may take the form of either a 
monopoly over a product or brand name, a patent on a production process 
or technology, or a superior knowledge of the market and of marketing 
techniques. In most empirical studies of U.S. multinational corporate 
investment the ownership advantage is associated with research and 
development expenditure, but this is only one potential source of ownership 
advantage and may not be the most important for firms of smaller, less- 
developed countries which invest abroad. 

The second requirement for foreign direct investment is that the host 
country must have some locational advantage in terms of serving the 
market of the host country or as an export base. The locational advantage 
may derive from a fundamental comparative advantage, such as an abun- 
dance of high-quality, low-wage labor, from relatively low transportation 
costs, or from policy-determined costs arising from trade restrictions, labor 
legislation, pollution controls and direct incentives to or restrictions on 
direct investment. In the absence of a locational advantage, the firm would 
choose exporting over direct investment as the way to exploit its ownership 
advantage in foreign markets. 

Finally, even when there is an ownership advantage and a locational 
advantage there must be an internalization advantage that induces the 
firm to choose direct investment over other arms-length arrangements, 
such as production licensing. In many developing countries there is an 
expressed desire to unbundle foreign direct investment so as to obtain the 
technology that comes with foreign investment without yielding control 
over production to foreigners. However, except in the natural resource field 
where service contracts, production-sharing agreements and technical as- 
sistance agreements are not uncommon, foreign investors have generally 
resisted unbundling the direct investment package. Often it has proved 
difficult to define the component to be sold, such as a technology, and to 
agree upon a price.’ 
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It is useful to consider how this theory applies to the three broad 
forms of foreign direct investment in developing countries: (i) natural 
resource investment; (ii) investment to serve the host-country market; and 
(iii) export-oriented investment. In the case of natural resource invest- 
ment, the locational advantage is obvious. The ownership advantage of 
firms from developed countries derives from the high capital-intensity and 
technology-intensity of natural resource extraction. This advantage has 
not, however, always proved enduring, as evidenced by the nationalization 
of foreign firms in the natural resource sector of developing countries. The 
internalization advantage for natural resource investment is also not as 
strong as in other sectors, as already noted. 

The first wave of postwar direct investment in developing countries 
aimed at serving the host-country market occurred in the 1950s and 1960s 
in response to the adoption of the import-substitution industrialization 
strategy by many developing countries. That producers in developed 
countries possessed some ownership advantage over domestic firms in 
developing countries was apparent from the fact that they dominated the 
market for manufactured goods in developing countries. The premise of the 
infant industry argument on which the import-substitution strategy was 
founded was that manufacturers in developing countries could acquire the 
ownership advantage if only given time. However, import barriers them- 
selves provided the missing locational advantage to direct investment in 
developing countries, and thus direct investment became a means of cir- 
cumventing trade restrictions. In recent years foreign investment aimed at 
the domestic market has been concentrated in the service sector, in such 
branches as banking, insurance and tourism. In this sector the locational 
advantage derives not so much from government policies as from the nature 
of the services themselves, which often require a local presence in order to 
provide the service. 

The third form of foreign direct investment is the export-oriented 
investment, which acquired special importance in East Asia in the 1970s 
and 1980s. The locational advantage of export-oriented investment derives 
primarily from comparative advantage, in particular from a relative abun- 
dance of low-wage labor and from policy-induced advantages, such as the 
establishment of export processing zones within which foreign firms could 
operate under essentially free-trade conditions. The ownership advantages 
of the foreign firms, which initially were exclusively from the developed 
countries, derived in the case of labor-intensive consumer goods from the 
foreign firms' inside knowledge of the market for labor-intensive products 
in developed countries, and in the case of manufactured components from 
the foreign investors' ability to identify labor-intensive processes within 
the vertically integrated production structure of the multinational firm 
which could be relocated to developing countries. One important conse- 
quence of export-oriented direct investment was in inducing local firms to 
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emulate the export-oriented foreign firms, with the result that indigenous 
firms, especially in the Asian NIEs, have acquired an ownership advantage 
that allowed them to become foreign investors themselves. 

The theory of foreign direct investment pertains to intraregional 
investment flows in the same way that trade theory pertains to in- 
traregional trade. Where there are ownership, locational and inter- 
nationalization advantages to foreign direct investment among the Asian 
countries, investment should follow, provided barriers are not placed in its 
way. Furthermore, to the extent that direct investment flows are motivated 
by comparative advantage considerations, as in the case of natural resource 
investment and export-oriented investment, a complementary relationship 
should be observed between direct investment flows and trade flows. Even 
import-substituting direct investment may complement trade, since 
foreign firms operating in sheltered markets often make heavy use of 
imported capital goods and intermediates from the home country. The 
expectation is, therefore, that where conditions favor intra-Asian trade 
they will also favor complementary flows of foreign direct investment 
between the Asian economies. 


Complementarities among the Asian Economies 


The most comprehensive indicator of relative resource endowment is 
per capita income. Generally, the higher per capita gross national product 
(GNP), the larger the per capita stock of physical and human capital and/or 
the greater the per capita endowment of natural resources. By this 
measure, the relative resource endowments of the Asian economies vary 
enormously, perhaps more than in any other region (see Figure 1). Between 
the per capita incomes of Bangladesh and Japan is more than 100 years of 
growth at a rate of 5 per cent per annum. Between Japan and Hong Kong 
and Singapore there is about 12 years' growth of per capita income at 5 per 
cent, with a similar gap between the latter and Taipei, China; Taipei, China 
and the Republic of Korea; the Republic of Korea and Malaysia, and so on 
down the income ladder to Indonesia. It is only among the South Asian 
countries and the People's Republic of China that one finds similarity in 
the level of per capita income, and even that is more apparent than real, 
since within the large continental economies of India and the People's 
Republic of China there are wide regional disparities in per capita income. 
For example, Guangdong Province after ten years of emulating the Asian 
NIEs is now sometimes referred to as the "fifth little tiger". 

Japan is of course the predominant economy in Asia, with an income 
more than double all the rest of Asia combined (see Figure 2). Interestingly, 
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Figure 1: Per Capita Gross National Product, 1988 
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tics (Washington, D.C., December 1990). 


the "four little tigers", as the Asian NIEs are often called, when measured 
by income, are not so little after all, with a combined income equal to that 
of the People's Republic of China or South Asia, each with population 
exceeding one billion. The four ASEAN countries constitute the smallest 
bloc in Asia, with a combined income only 7 per cent of that of Japan.? 


9. In this discussion, the Asian NIEs include Hong Kong; Republic of Korea; Singapore; and Taipei, 
China; and the ASEAN countries include Indonesia, Malaysia, Philippines and Thailand. 
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Figure 2: Gross National Product, 1988 
($ billion) 
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Note: NIEs include Hong Kong, Republic of Korea; Singapore; and Taipei, China. In 
this figure, ASEAN includes Indonesia, Malaysia, Philippines and Thailand. 


Sources: Asian Development Bank, Asian Development Outlook 1990 (Manila, 1990); 
and International Monetary Fund, International Financial Statistics 
(Washington, D.C., various issues). 


To what extent are the vast differences in per capita income among 
the Asian economies due to differences in per capita endowment of natural 
resources, and to what extent due to differences in the accumulated stock 
of physical and human capital per person employed? An indication of the 
relative abundance of natural resources in the Asian economies is given in 
Table 1 and Figure 3. Table 1 reports the net exports (exports minus 
imports, the equivalent of production minus consumption) of the three 
broad categories of traded primary products, food, primary raw materials 
and mineral fuels, expressed as ratios to GNP and population. Figure 3 
shows the net resource trade balance of the Asian regional groupings. 

Interestingly, the highest and the lowest income countries in Asia 
are found to have the poorest natural resource endowment. Only two of 
the countries, Malaysia and Indonesia, are significant net exporters of 
oil, the most important source of new wealth from natural resources in 
recent years. Malaysia is also the only major net exporter of primary raw 
materials. The ASEAN countries are the only significant net exporters 
of food, the rest either being broadly self-sufficient or, as in the case of 
Japan, Hong Kong and Singapore, major net importers of food. While the 
differences among the Asian economies in natural resource endowment are 
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Table 1: Net Exports of Primary Products as a 
Percentage of GNP and Per Capita, 1987 











Export (% of GNP) Net Exports Per Capita ($) 
Raw Mineral Raw Mineral 
Food Materials Fuel Food Materials Fuel 

















Japan —0.95 —0.78 ~1.61 -185.50  —152.47 -314.12 
NIEs 
Hong Kong —8.16 —8.62 -2.54 —650.85 -288.90 -202.50 
Korea, Republic of 0.11 —4.63 —4.67 2.96 -124.45  -125.61 
Singapore —83.39 1.79 -6.91 —265.10 139.91 -540.65 
Taipei, China 0.63 —2.66 —2.90 34.66  -1406.32  -159.67 
ASEAN 
Indonesia 1.55 1.40 9.29 6.78 6.15 40.72 
Malaysia 4.26 12.74 9.01 74.62 223.20 157.96 - 
Philippines 2.22 0.76 -2.67 12.14 4.16 —14.57 
Thailand 8.11 0.25 ~3.68 66.62 2.08 —30.20 
South Asia 
Bangladesh -3.25 —0.08 —1.94 —5.31 —0.12 -3.16 
India* 0.41 —0.16 -1.72 1.13 —0.43 -4.72 
Pakistan —0.67 0.41 -2.76 -2.30 1.40 -9.48 
Sri Lanka 5.05 1.96 0.94 19.05 7.41 3.54 
China, People’s Rep. of 0.73 0.10 1.25 2.15 0.30 (| 3.68 
a 1985. 


Note: NIEs include Hong Kong; Republic of Korea; Singapore; and Taipei, China. In this table, 
ASEAN includes Indonesia, Malaysia, Philippines and Thailand. 


Source: U.N. Series-D Trade Tapes. 


significant, and no doubt give rise to intraregional trade opportunities, 
they are certainly not sufficient to explain the large differentials in per 
capita income among the Asian economies. 

The differences in per capita income among the Asian countries derive 
primarily from differences in the per capita stocks of physical and human 
capital. The wealthier countries invest a larger proportion of gross domes- 
tic product (GDP) and invest it more effectively than the poorer countries 
(see Table 2). Many reasons have been offered to explain international 
differences in the quantity and quality of investment, including environ- 
mental conditions, cultural factors and type of political organization, but 
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Figure 3: Net Exports, 1987 
($ million) 
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Note: NIEs include Hong Kong, Republic of Korea; Singapore; and Taipei, China. In this figure, 
ASEAN includes Indonesia, Malaysia, Philippines and Thailand. 
Source: U.N. Series-D Trade Tapes. 


by far the most important is economic policy.!? This is not to imply that 
environment, culture and type of government are not important, but only 
that given these factors, the choice of economic policies is critically impor- 
tant. This is evident from the fact that major shifts in economic policy have 
been associated with major changes in economic performance in countries 
operating in vastly different environments, cultures and political systems, 
e.g., Republic of Korea in the 1960s, Tunisia in the 1970s, Turkey in the 
1980s and the People's Republic of China in the 1980s. 


10. L.G. Reynolds, "The Spread of Economie Growth to the Third World", Journal of Economic Literature, 
vol. 21, no. 3 (1983), pp. 941—980. 
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Table 2: Real Growth Rates and Gross Domestic Investment as a 
Percentage of Gross Domestic Product 




















Real GDP Growth (%) GDI as % of GDP 

1971-1980 1981-1989 1971-1980 1981-1989 
Japan 6.30 4.20 33.00 30.30 
NIEs 9.23 7.87 31.55 30.79 
Hong Kong 9.50 7.21 25.60 27.48 
Korea, Republic of 8.70 9.28 28.90 29.82 
Singapore 9.00 6.91 41.10 42.86 
Taipei, China 9.70 8.08 30.60 23.00 
ASEAN 8.00 4.86 24.48 26.17 
Indonesia 7.90 5.16 24.80 28.76 
Malaysia 8.00 5.41 20.50 30.31 
Philippines 6.20 1.74 26.70 20.17 
Thailand 9.90 7.11 25.90 25.43 
South Asia 4.88 5.08 15.98 19.36 
Bangladesh 5.90 4.10 7.30 11.74 
India 3.30 5.80 20.80 22.28 
Pakistan 4.80 6.39 16.40 18.57 
Sri Lanka 5.50 4.08 19.40 24.86 
China, People's Rep. of 6.50 9.44 34.20 34.39 








Note: NIEs include Hong Kong; Republic of Korea; Singapore; and Taipei, China. In this table, 
ASEAN includes Indonesia, Malaysia, Philippines and Thailand. 


Sources: Asian Development Bank, Asian Development Outlook 1990 (Manila, 1990); and Interna- 
tional Monetary Fund, International Financial Statistics (Washington, D.C.). 


Of the policies which have been found to have a significant effect on 
economic performance, trade policies are among the more important. Trade 
restrictions are the principal instrument of industrial policy since the 
alternative of promoting industry through direct subvention is often politi- 
cally and financially unacceptable. Since trade restrictions have signifi- 
cantly influenced intra-Asian differences in production capabilities and 
constitute the principal obstacle to intra-Asian trade, it is useful to survey 
briefly the barriers to trade that exist among the Asian countries. 
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Unfortunately, there is no accurate measure of the restrictiveness of 
trade policies because of the prevalence of non-tariff barriers which defy 
measurement. Tariff rates, although an incomplete indicator of the level of 
protection, are nonetheless indicative both because they constitute an 
important barrier to trade in their own right and because it is often the 
case that countries with higher than average tariff rates also impose more 
quantitative restrictions on trade. The average tariff rate in the Asian 
countries in the early 1980s is shown in Figure 4. Particularly striking is 


Figure 4: Average Tariff Rate 
(Percentage) 
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Sources: William E. James, Seiji Naya and Gerald Meier, Asian Development: Economic 
Success and Policy Lessons (Madison, Wisconsin: University of Wisconsin 
Press, 1989), p. 33; and James Riedel, “International Trade in Taiwan’s Tran- 
sition from Developing to Mature Economy", in Taiwan: From Developing to 
Mature Economy, ed. Gustav Ranis (Forthcoming). 
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the close correspondence between the level of per capita income and the 
level of the average tariff. 

During the 1980s trade was liberalized in most of the Asian economies 
to some degree. Hong Kong and Singapore were, of course, already virtually 
free-trade economies. The Republic of Korea and Taipei, China, on the 
other hand, still have not removed all the barriers to trade erected during 
their earlier phase of import-substitution industrialization. Nevertheless, 
both have, since the mid-1960s, been steadily reducing the number of 
quantitative import restrictions and lowering tariff rates. However, trade 
liberalization in the Republic of Korea and Taipei, China was accelerated 
in the 1980s as a result of their growing trade surpluses and in response 
to intensified pressure from the United States to unilaterally reduce their 
levels of protection. The Republic of Korea, for its part, raised the number 
of products exempt from quantitative restrictions from 60 per cent in 1977 
to 80 per cent in 1985 and set a target of 95 per cent by 1988. In addition, 
the average tariff rate in the Republic of Korea was reduced from 41 per 
cent in 1978 to 22 per cent in 1985, with a target of 18 per cent in 1988.11 
Taipei, China undertook even more ambitious trade reforms, eliminating 
almost all quantitative restrictions and lowering the average tariff rate 
below 20 per cent by the end of the 1980s. Indeed, in January 1990, Taipei, 
China applied for accession to the General Agreement on Tariffs and Trade 
(GATT) as a developed country, promising to make its trade practices 
consistent with GATT principles and with the practices of other developed 
economies. 

Among the ASEAN economies under this discussion, Malaysia has 
been the most open, with lower levels of protection and greater reliance on 
free-trade zones to promote manufactured exports and attract foreign 
direct investment. Thailand and the Philippines have a strong legacy of 
import-substitution industrialization, though in recent years both have 
undertaken to liberalize imports and to promote manufactured exports. In 
1980 Thailand embarked on a course of structural adjustment, combining 
fiscal retrenchment with vigorous export promotion and achieved consid- 
erable success. The volume of Thai manufactured exports grew at 25 per 
cent per annum from 1980 to 1988 and rose as a share of total merchandise 
exports from 22 per cent in 1980 to 55 per cent in 1988. Import liberaliza- 
tion, however, has progressed more slowly. The Philippines, on the other 
hand, launched a more ambitious program of trade liberalization in the 
1980s, with a tariff reform in the early 1980s and substantial reduction in 
quantitative restrictions in the mid-1980s. However, because of serious 
macroeconomic difficulties, exacerbated by political upheaval, the 
Philippines' trade reform program has achieved only modest success. 





11. World Bank, "Strengthening Trade Policy Reform" (Washington, D.C., 1989, Mimeographed). 
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Indonesia probably accomplished more trade liberalization in the 
1980s than any of the other ASEAN economies, both because its policy 
objectives were more ambitious and because its initial level of protection 
was higher than in the other economies. In 1985 the government announced 
across-the-board reductions in nominal tariffs and introduced a package of 
measures to provide inputs to exporters at international prices. A year later 
the government announced its intention to remove quantitative restric- 
tions altogether. Under this policy the overall value of imports subject to 
controls fell from 43 per cent in mid-1986 to 21 per cent in December 1988.1? 
The South Asian economies are certainly the least open in the region, in 
spite of repeated efforts to liberalize trade, especially in the 1980s. In India 
serious trade reform began only in the late 1970s when foreign exchange 
availability improved dramatically due to a rise in worker remittances and 
cessation of food grain imports. However, although the severity ofthe quota 
system has been reduced and import procedures have been simplified, the 
economy remains virtually closed to "non-essential' imports and those 
which compete directly with domestic production.!? The same is essentially 
true of Pakistan, which maintains an average tariff of around 70 per cent. 
Sri Lanka, on the other hand, adopted far-reaching policy reforms in 1977 
with the aim of limiting the role of government generally and of freeing up 
trade in particular. As a result, quantitative restrictions were replaced by 
tariffs and the exchange rate was unified and set at a competitive level. 
Unfortunately, the dramatic successes which these reforms brought were 
subsequently reversed by severe macroeconomic problems resulting from 
unsound fiscal policies. Only after 1986, when the government was forced 
to adopt a stabilization program, was trade liberalization resumed. 

The People's Republic of China has followed a fitful course of trade 
liberalization, sometimes described as "two steps forward and one step 
backward".!^ The major policy shift in the 1970s was to view trade no longer 
as a necessary evil, but as an essential part of economic modernization. The 
reforms themselves, which included the creation of new agencies to 
promote exports and attract foreign investment, have brought forth new 
problems, including inflation and growing indebtedness. As a result, the 
process of trade reform has from time to time been slowed or halted while 
the associated problems were tackled. Nevertheless, the aim of opening the 
economy to freer trade remains a priority, even though the measures taken 
to achieve it appear rather ad hoc and uncoordinated. 


12. World Bank, Trends in Developing Economies 1990 (Washington, D.C., 1990). 

13. T.N. Srinivasan, "External Sector in Development: China and India, 1950-89", American Economic 
Review, vol. 80, no. 2 (1990), pp. 113-117. 

14. Ibid. 
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Overview of Intra-Asian Trade 


Level and Growth of Intra-Asian Trade. The renowned dynamism 
of Asia is reflected in Table 3. In the 1980s incomes in Asia grew more than 
twice as fast as in the rest of the world. Given the growth rate differential 
between Asia and the rest of the world, before the year 2000 Asia will 
constitute the world's largest market, with purchasing power exceeding 
either North America or Europe. 


Table 3: Regional Income (1988) and 
Export Growth Rates (1982-1988) 

















Gross National Gross National Export 

Product Product Growth 

($ billion) Growth Rate (70) Rate (96) 
North America 5,352.1 2.3 5.1 
Europe 5,000.0 2.2 5.7 
Asia 4,084.8 4.8 10.0 


Sources: International Monetary Fund, World Economic Outlook (Washington, D.C., 1989); and 
General Agreement on Tariffs and Trade, International Trade (1988-1989). 


Naturally, with production during the 1980s growing twice as fast as 
elsewhere, the exports of the Asian countries also expanded at about double 
the rate in North America and Europe. In the first half of the 1980s, North 
America was the principal market for Asian exports. However, beginning 
in 1986, a profound shift occurred in the geographic pattern of Asian 
exports, with Asia becoming its own most important and most rapidly 
expanding market. The acceleration of intra-Asian trade occurred among 
the Asian developing economies as well between the Asian developing 
economies and Japan (see Figure 5). 

Numerous factors are behind the rapid growth in intra-Asian trade 
since 1986, though it is impossible to determine their relative importance. 
Certainly, the currency realignments which took place in 1985 and 1986 
were of prime importance. From 1980 to 1985 the U.S. dollar appreciated 
in real terms by some 40 per cent, making the United States a relatively 
attractive market to Asian exporters. However, after the Plaza Accord the 
U.S. dollar fell steadily, thereby reducing the relative profitability of 
exporting to the United States in favor of Japan, Germany and other 
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Figure 5: Dynamics of Intra-Asian Trade, 1983-1989 
($ billion) 
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Source: International Monetary Fund, Direction of Trade Statistics Yearbook 1990 (Washington, 
y om ). 


members of the European Monetary System.) In addition, the increasing 
threat of protectionism in the United States and Europe, occurring at the 
same time most Asian countries were unilaterally liberalizing trade, no 
doubt gave impetus to intra-Asian trade. And of course with income grow- 
ing more rapidly in Asia than elsewhere, one would expect intraregional 
trade to be relatively strong. However, the share of intra-Asian trade in 
total Asian exports, which stood at 38 per cent in 1988, considerably 


15. The Plaza Accord was reached by the Group of Five (France, Germany, Japan, United Kingdom and 
United States) in their September 1985 meeting at the Plaza Hotel, New York, to seek an orderly 
appreciation of the major non-dollar currencies. 
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exceeded Asia's share in world income, which was only about 25 per cent 
(see Table 4). On the face of it, therefore, there would appear to be a bias 
in favor of intraregional over interregional trade. In order to explore this, 
however, it is necessary to examine the commodity composition and 
geographic pattern of intra-Asian trade. 


Table 4: Asian Exports by Destination 








(Percentages) 
Growth Rate (%) Share (%) 
1980-1986 1986-1988 1988 
North America 14.3 11.9 29.5 
Europe 5.8 27.0 18.6 
Asia 4.6 27.7 88.0 
Other -1.4 5.0 18.9 


Source: General Agreement on Tariffs and Trade, International Trade (1988-1989). 


Pattern of Intra-Asian Trade. The source of data on intra-Asian 
trade by commodity composition and geographic pattern is the computer 
files of the United Nations Series-D trade statistics. The most recent year 
for which there is a reasonably consistent set of data is 1987, and even for 
1987 there are some important omissions; India, in particular, has not 
reported trade statistics for any year since 1985. The People’s Republic of 
China has also not reported trade statistics by commodity and destination, 
necessitating the use of partner-country data to construct the commodity 
composition and geographic pattern of its trade. 

In order to make the presentation manageable, data are reported only 
for 1987 (1985 in the case of South Asia), and for five economies or groups 
of economies: Japan, NIEs, ASEAN, South Asia and the People’s Republic 
of China. In fact, commodity composition and geographic pattern of intra- 
Asian trade have not changed significantly in recent years. Three broad 
questions are addressed in this overview: (i) How important is intra- 
regional trade for the various Asian economies and groups? (ii) What is the 
commodity composition of intraregional trade for the various economies 
and groups? and (iii) What is the geographic pattern of intraregional trade 
by commodity category? . 
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The answer to the first question is given in Table 5 which presents the 
percentage share of exports to Asia in total exports by commodity for each 
economy or group. Ás the table shows, around the average share of intra- 
Asian exports for all goods and all economies (34 per cent in 1987), there 
is a great deal of variation both among the individual economies or groups 
and across commodity categories. Intra-Asian exports are more important 


Table 5: Exports to Asia as a Percentage of Total Exports by 
Economy/Group and Commodity, 1987 





China, 
South People's 
Japan NIEs ASEAN Asia?  Rep.of Asia 





All Goods 26.4 31.5 56.8 20.5 68.9 33.9 
Primary 56.3 71.8 66.2 27.7 68.8 64.0 
Food 42.7 69.0 46.1 18.2 77.7 54.4 
Raw Materials 57.9 78.5 81.1 9.2 67.4 74.9 
Mineral Fuel 68.3 64.6 65.5 55.4 54.1 62.1 
Non-ferrous Metals 57.7 75.2 76.5 35.8 78.7 67.7 
Manufactures 25.6 26.5 40.9 15.2 62.3 28.7 
Chemicals 51.2 66.2 74.4 32.8 59.2 56.6 
Basic Manufactures 46.3 42.0 52.1 18.2 70.4 46.1 
Machinery and Transport 
Equipment 21.3 24.7 42.6 19.7 117.8 23.5 
Miscellaneous 18.4 17.3 16.3 3.4 51.0 21.6 


Selected Products 


Textiles and Yarn 49.3 54.4 35.4 15.7 
Iron and Steel 54.5 51.2 60.0 34.8 
Non-electrical Machinery 28.4 23.7 62.1 21.9 
Electrical Machinery 33.1 28.9 38.2 10.5 
Transport Equipment 8.7 11.7 63.0 23.1 
Motor Vehicles 7.8 6.1 60.4 22.2 
Ships and Boats 11.8 14.5 76.9 60.2 
Clothing 13.6 14.8 8.4 2.5 
Footwear 43.9 9.3 8.8 2.8 
Scientific Instruments 20.4 27.5 41.8 6.0 





.. = not available. 
a 1985. 


Note: NIEs include Hong Kong; Republic of Korea; Singapore; and Taipei, China. In this table, 
ASEAN includes Indonesia, Malaysia, Philippines and Thailand. 


Source: U.N. Series-D Trade Tapes. 
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to the ASEAN economies and the People's Republic of China than to the 
other countries or groups. This derives, it is suspected, from the depen- 
dence of the ASEAN economies and the People's Republic of China on the 
entrepót services of Singapore and Hong Kong, an issue which subse- 
quently will be considered in more detail. Also observed in Table 5 is a 
greater share of intra-Asian trade in primary products than in manufac- 
tures. This is probably due to the fact that market opportunities outside 
the Asian region are greater for manufactures than for primary products, 
since North America is relatively abundant in natural resources and 
Europe has relatively high barriers to agricultural imports. 

The economies least integrated into the Asian region are the South 
Asian economies. Japan and the NIEs appear to be about equally dependent 
on the Asian region, but the data are misleading. The reason is of course 
that the NIEs face an export market in Asia that is more than twice the 
size of the market Japan faces (which excludes Japan itself). The 26 per 
cent of NIE-manufactured exports destined for Asia is roughly equal to the 
share in world income of their Asian market (which includes Japan). Japan, 
on the other hand, exports about 26 per cent of its manufactured exports 
to developing Asia, whose share in world income is only about 8 per cent. 

The commodity composition of intra-Asian exports by country of origin 
is shown in Table 6. The bulk of intra-Asian exports are manufactures, 
accounting for 72 per cent of the total. Primary products are an important 
part of intra-Asian exports only for the South Asian and ASEAN economies, 
which in the case of the latter is dominated by the oil exports of Malaysia 
and Indonesia. Japan and the NIEs export mainly manufactures, which in 
accordance with their respective comparative advantages, are con- 
centrated, in the case of Japan, in iron and steel, machinery and transport 
equipment and, in the case of the NIEs (and the People's Republic of China), 
in the more labor-intensive branches of textiles, clothing and electrical 
machinery. 

The geographic pattern of intra-Asian exports is shown in Table 7. The 
striking feature about the geographic pattern is the overwhelming impor- 
tance of Japan and the NIEs, which account for two thirds of total intra- 
Asian exports and more than 80 per cent of intra-Asian exports of 
manufactures. The lack of integration of the South Asian economies into 
the Asian economy is remarkable, in spite of the apparent complemen- 
tarities between the South Asian economies and Japan and the NIEs. 

Apart from South Asia, the commodity composition and geographic 
pattern of intra-Asian exports described in the tables reflect clearly the 
complementarities which exist among the Asian economies. There are, 
however, several aspects of intra-Asian trade which merit a closer exami- 
nation: (i) the role of Japan; (ii) the intragroup trade of the NIEs, the 
ASEAN economies and the South Asian economies; and (iii) the entrepót 
role of Hong Kong and Singapore. 
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Table 6: Commodity Composition of Intra-Asian Exports 


by Economy or Group, 1987 





China, 
South People's 











Japan NIEs ASEAN Asia?  Rep.of Asia 
All Goods 100.0 100.0 100.0 100.0 100.0 100.0 
Primary 5.3 25.3 78.1 57.6 36.1 27.9 
Food 1.1 10.7 15.8 22.5 14.7 8.8 
Raw Materials 1.7 9.3 36.8 2.3 12.1 6.4 
Mineral Fuel 0.7 3.9 17.8 32.3 7.8 10.9 
Non-ferrous Metals 1.7 1.2 2.6 0.4 1.3 1.6 
Manufactures 94.6 74.7 26.8 42.3 63.8 72.0 
Chemicals 9.9 7.0 3.0 5.2 7.1 
Basic Manufactures 21.9 22.1 11.3 80.2 22.7. . 20.5 
Machinery and Transport 
Equipment 53.1 25.7 9.7 4.2 8.1 30.1 
Miscellaneous 9.6 19.8 2.7 2.5 27.7 14.2 
Selected Products 
Textiles and Yarn 4.5 12.3 1.8 13.1 17.6 8.5 
Iron and Steel 11.4 3.8 1.0 0.8 1.0 5.5 
Non-electrical Machinery 21.2 7.6 1.7 2.3 1.7 10.7 
Electrical Machinery 22.5 16.2 7.1 0.5 5.9 15.2 
"Transport Equipment 9.3 1.8 0.8 1.8 0.4 4.2 
Motor Vehicles 7.0 0.4 0.1 0.6 - 2.7 
Ships and Boats 0.8 0.5 0.6 0.3 0.1 0.6 
Clothing 0.1 6.7 0.8 1.4 14.6 4.5 
Footwear — 1.2 - - 1.2 0.5 
Scientific Instruments - 2.4 - 0.1 1.7 2.7 





-> nil. 
a 1985. 


Note: NIEs include Hong Kong; Republic of Korea; Singapore; and Taipei, China. In this table, 
ASEAN includes Indonesia, Malaysia, Philippines and Thailand. 


Source: U.N. Series-D Trade Tapes. 


Special Aspects of Intra-Asian Trade 


Predominant Role of Japan. Japan as the largest and most ad- 
vanced economy in Asia dominates intra-Asian trade. It is instructive 
therefore to consider the magnitudes of Japanese exports to and imports 
from the Asian economies. The commodity composition of Japanese exports 
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Table 7: Geographic Pattern of Intra-Asian Exports 


by Commodity Category, 1987 














China, 
South People's 
Japan NIEs ASEAN Asia?  Rep.of Asia 
All Goods 36.9 29.5 16.2 1.7 15.5 100 
Primary 7.1 26.7 42.4 3.6 20.0 100 
Food 4.8 35.7 29.0 4.4 25.8 100 
Raw Materials 2.5 25.8 54.4 0.3 17.2 100 
Mineral Fuel 9.9 17.8 44.6 8.7 18.8 100 
Non-ferrous Metals 38.1 22.5 25.9 0.4 12.8 100 
Manufactures 48.5 30.6 6.0 1.0 13.7 100 
Chemicals 51.4 29.0 6.8 1.3 11.4 100 
Basic Manufactures 39.4 31.8 8.9 2.5 17.2 100 
Machinery and Transport 
Equipment 65.0 25.2 5.2 0.2 4.1 100 
Miscellaneous 25.1 41.1 3.1 0.3 30.2 100 
Selected Products 
Textiles and Yarn 19.7 42.8 3.4 2.6 31.8 100 
Iron and Steel 76.0 17.8 2.9 0.2 2.9 100 
Non-electrical Machinery 73.2 21.1 2.7 0.3 2.5 100 
Electrical Machinery 54.7 31.4 7.6 - 6.0 100 
Transport Equipment 81.6 13.0 3.1 0.5 1.5 100 
Motor Vehicles 93.0 5.1 0.8 0.4 0.5 100 
Ships and Boats 53.8 26.6 16.1 0.9 2.8 100 
Clothing 1.2 44.4 3.1 0.5 50.6 100 
Footwear 1.7 62.8 2.5 0.1 32.6 100 
Scientific Instruments - 26.2 - 0.1 9.6 100 





-=nil. 
a 1985. 





Note: NIEs include Hong Kong; Republic of Korea; Singapore; and Taipei, China. In this table, 
ASEAN includes Indonesia, Malaysia, Philippines and Thailand. 


Source: U.N. Series-D Trade Tapes. 


and imports by group is shown in Table 8. The largest single flow recorded 
is Japanese exports of manufactures to the NIEs, the bulk of which is 
machinery and transport equipment. ASEAN and the People’s Republic 
of China together account for another 8 per cent of Japanese exports, 
also mainly machinery and transport equipment. The second largest flow 
recorded is Japan’s imports of primary commodities from ASEAN. Japan 
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also imports a substantial amount of manufactures from the NIEs. The 
East Asian developing countries are both an important market for 
Japanese exports and an important source of Japanese imports. 

The ASEAN economies have a reciprocal, albeit more dependent, 
relationship with Japan. Japan is the destination for about 37 per cent of 
ASEAN exports of primary products, and it is the source of about 34 per cent 
of ASEAN imports of manufactures. In the NIEs, however, the trade 
relationship with Japan is not so balanced. Japan supplies about 42 per cent 
of NIE imports of machinery and transport equipment but absorbs less than 
10 per cent of NIE exports of manufactures, the major market for which is 
the United States. This pattern of importing capital goods and industrial 
inputs from Japan and exporting final products mainly to the United States 
places the NIEs in a vulnerable position during periods of exchange rate 
realignment among the major currencies. For example, a depreciation of the 
U.S. dollar against the yen can have a significant, negative effect on the 
NIEs' terms of trade unless they are able to redirect exports from the 
weak-currency to the strong-currency country. In the mid-1970s the NTEs 
were not very successful in avoiding the terms of trade loss from the dollar 
depreciation against the yen, because exchange rate policy was mainly 
aimed at maintaining parity with the U.S. dollar so as to relieve pressure 
on exporters in adjusting to the currency realignment. In the mid-1980s, 
however, when the dollar fell against the yen, the Republic of Korea and 
Taipei, China allowed their currencies to appreciate against the dollar along 
with the yen, inducing significant rise in exports to Japan. 


Trade within the Groups. The importance of trade within each of 
the three groups, i.e., NIEs, ASEAN and South Asia, is indicated in Table 
9. The relatively small proportion of intra-South Asian exports is hardly 
surprising, given the lack of strong complementarities and the existence of 
high trade barriers among the South Asian economies. The relatively large 
proportion of intra-NIE trade is also not remarkable, given that two of the 
four NIEs, Hong Kong and Singapore, are entrepót centers for the People's 
Republic of China and Southeast Asia, respectively. The Republic of Korea 
and Taipei, China direct most of their trade with the People's Republic of 
China through Hong Kong; however, trade between the Republic of Korea 
and Taipei, China is negligible, since their economies are far more competi- 
tive with each other than complementary. What is more interesting is the 
small proportion of intra-ASEAN trade, since the ASEAN economies are 
the only ones in Asia which give each other trade preferences. 

The failure of the ASEAN preferential trade arrangement to create 
much trade is mainly because the scheme is very modest in scope.19 Pref- 





16. RolfJ. Langhammer and Ulrich Hiemenz, Regional Integration among Developing Countries, Kieler 
Studien no. 232 (Tubingen: J.C.B. Mohr (Paul Siebeck), 1990]. 
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Table 9: Intra-Exports as Share of Total Exports, 1987 








(Percentages) 
All Goods Primary Products Manufactures 
Intra-NIEs 8.9 12.1 8.5 
Intra-ASEAN 3.7 3.9 3.5 
Intra-South Asia? 3.1 3.4 2.9 





a 1985. 
Source: U.N. Series-D Trade Tapes. 


erences are negotiated on a commodity by commodity basis, with ample 
allowance for countries to claim exemptions. The result is that most 
generous preferences are given on products which are not imported, such 
as snow ploughs in Indonesia and rubber in Malaysia.!" In addition, since 
each country maintains its own separate tariff schedule on trade with the 
rest of the world and further since the average tariff rate varies widely 
among the ASEAN countries (see Figure 4), it has been necessary to impose 
Strict rule-of-origin restrictions, which greatly hamper the effectiveness of 
the preferences. 

The failure of the preferential trade arrangement to generate more 
intra-ASEAN trade is, however, probably a blessing in disguise. The largest 
of the ASEAN countries (Indonesia, Philippines and Thailand) have built 
up sizable industrial sectors much of which is sheltered from international 
competition and not particularly efficient. Given the high average tariff 
level in these countries, it is quite possible that more generous and effective 
trade preference could cause a significant amount of trade diversion from 
more efficient, lower-cost suppliers in the rest of the world to the ASEAN 
countries. In these circumstances, the cost of creating trade among ASEAN 
countries could well exceed the benefits. 


Entrepót Trade in Asia. The two richest developing economies in 
Asia, Hong Kong and Singapore, until the mid-1950s earned their 
livelihood primarily as entrepót centers to the hinterlands of the People's 








17. V.N. Balasubramanyam, "ASEAN and Regional Trade Cooperation in Southeast Asia", in Economic 
Aspects of Regional Trading Arrangements, ed. D. Greenaway, T. Hyclak and R. Thornton (Brighton: 
Wheatsheaf, 1989). 
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Republic of China and Southeast Asia. The manufacturing boom which 
propelled them into the front ranks of the developing economies in the 
1960s and 1970s was induced in part by the decline in entrepót trade 
opportunities in the mid-1950s, in Singapore's case because of its confron- 
tation with Indonesia, and in the case of Hong Kong because of the closing 
up of the People's Republic of China at the time of the Korean war. In recent 
years, however, entrepót trade has regained its lost importance both in 
Singapore and Hong Kong, although for Singapore it is difficult to get an 
accurate picture since statistics are not reported on trade with Indonesia. 
This discussion, therefore, focuses on Hong Kong's entrepót trade, which 
in any case is far greater than Singapore's. 

The proximate cause of the resurgence of entrepót trade in Hong Kong, 
which grew at an annual rate of about 30 per cent in the 1980s, was the 
initiation of the "open door" policy of the People's Republic of China in 1979. 
In the explosion of international trade which followed, Hong Kong played 
a major role as an intermediary. The shares of Chinese exports and imports 
which flowed through Hong Kong as entrepót trade (as opposed to 
transshipment through Hong Kong) increased significantly, rising from 
about 4 per cent to about 30 per cent of exports and from about 1 per cent 
to 22 per cent of imports (see Figure 6). From Hong Kong's perspective, this 
constituted an even more dramatic shift, with the share of imports from 
the People's Republic of China being re-exported, rising from about 20 per 
cent to 74 per cent. Along with the rapid increase in re-exports to the 
People's Republic of China was an even more rapid expansion in exports of 
domestic (Hong Kong) goods, as indicated by the modest rise in the share 
of domestic exports in total exports to the People's Republic of China (see 
Figure 7). 

The rise in exports of domestic goods to the People's Republic of China 
has been mainly attributed to the massive investments made by Hong Kong 
firms in processing and assembly operations in Guongdong Province, which 
make heavy use of Hong Kong-made raw materials and components. The 
rise in Hong Kong re-exports to the People's Republic of China—and its 
growing reliance on the Hong Kong middlemen—is more difficult to ex- 
plain. In partithas occurred because two of the People's Republic of China's 
trading partners, the Republic of Korea and Taipei, China have bans on 
direct trade with the People's Republic of China. However, a significant 
proportion of the People's Republic of China's trade with North America, 
Europe and Asia is conducted through Hong Kong (see Table 10). 

There is, however, an explanation for this seeming paradox.!? The 
essence of the argument is that demand for Hong Kong's entrepót services 





18. Yun-Wing Sun, "The Marketization of a Command Economy and International Trade in Inter- 
mediary Services: The Case of China and Hong Kong" (Cambridge, Mass: Harvard-Yenching Institute, 
1990, Mimeographed). 
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Figure 6: People's Republic of China Trade via Hong Kong: 
Percentage Share of Total Exports and Imports 
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Source: Yun-Win Sung, "The Marketization of a Command Economy and International 
Trade in Intermediary Services: The Case of China and Hong Kong" 
(Cambridge,Mass.: Harvard Yenching Institute, 1990, Mimeographed), p. 29. 


has increased because economic reforms in the People's Republic of China 
and the diversification of its commodity composition of exports and imports 
have increased transactions costs. In addition, it has diversified the com- 
position of exports away from homogenous raw materials to more 
heterogeneous manufactured goods, which also increases transactions 
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Figure 7: Hong Kong's Trade with People's Republic of China: 
Share of Imports from People's Republic of China Re-Exported and 
Share of Hong Kong Goods in Exports to People's Republic of China 
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Source: Yun-Win Sung, "The Marketization of a Command Economy and International 
Trade in Intermediary Services: The Case of China and Hong Kong (Cambridge, 
Mass.: Harvard Yenching Institute, 1990, Mimeograph), p. 29. 


costs and raises the demand for intermediation. With continued expansion 
and diversification of trade in the People's Republic of China and Southeast 
Asia, it is likely that entrepót trade through Hong Kong and Singapore will 
increase further, becoming an even more important part of intra-Asian 
trade. 
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Table 10: Share of Indirect Trade through 
Hong Kong with Selected Partners, 1988 








(Percentages) 
Exports Imports 

Australia 51.9 
Canada 51.9 - 
Germany 39.1 7.7 
Indonesia 53.8 23.4 
Japan 15.4 21.2 
Singapore 16.5 18.0 
United States 62.1 15.6 
United Kingdom 49.7 18.7 





.. = not available. 


Source: Yun-Wing Sung, "The Marketization of a Command Economy and International Trade in 
Intermediary Services: The Case of China and Hong Kong" (Cambridge, Mass.: Harvard- 
Yenching Institute, 1990, Mimeographed). 


Intra-Asian Direct Investment 


Unlike trade, foreign direct investment mainly flows in one direction, 
from the richer to the poorer countries. The richer countries tend to have 
the ownership advantage required for direct investment by virtue of their 
capital abundance, technological lead and marketing know-how, while the 
poorer countries offer the locational advantages of abundant, low-wage 
labor and/or unexploited natural resources, advantages which can be 
negated by restrictions on foreign direct investment or an unstable political 
environment. This pattern of direct investment, from the richer to the 
poorer countries, is well illustrated in Asia. 


Japanese Investment in Asia. Japan as the largest and richest 
country in Asia is the main source of direct investment from within the 
region. The geographic distribution of Japanese investment in Asia is 
shown in Table 11. Not surprisingly, the NIEs claim the largest share of 
Japanese investment, which is largely concentrated in manufacturing, 
where Japan's ownership advantage is strongest. The ASEAN economies 
have also been major recipients of Japanese investment, both because of 
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Table 11: Japanese Overseas Direct 
Investment in Asia, 1951-1988 














Cumulative Total, 1951-1988 Percentage 

($ million) Distribution 
NIEs 15,018 46.8 
Hong Kong 6,167 19.2 
Korea, Republic of 3,248 10.1 
Singapore 3,812 11.9 
Taipei, China 1,791 5.6 
ASEAN 14,750 46.0 
Indonesia 9,804 30.6 
Malaysia 1,834 5.7 
Philippines 1,120 3.5 
Thailand 1,992 6.2 
South Asia 270 0.9 
Bangladesh 11 - 
India 148 0.5 
Pakistan 18 0.1 
Sri Lanka 93 0.3 
China, People's Republic of 2,036 6.3 





— « nil. 


Note: NIEs include Hong Kong; Republic of Korea; Singapore; and Taipei, China. In this table, 
ASEAN includes Indonesia, Malaysia, Philippines and Thailand. 


Source: Ministry of Finance, Government of Japan, 25 February 1990. 


the advantages they offer in terms of low-cost labor for export manufactur- 
ing and because of their abundance of natural resources, especially in 
Indonesia and Malaysia (see Figure 8). Since 1979 the People's Republic of 
China has attracted a growing proportion of Japanese direct investment, 
which by 1988 amounted to more than $2 billion. The South Asian 
economies, in spite of the large market they offer, have not attracted 
Japanese direct investment, mainly because of the restrictions they impose 
on direct investment, international trade and business generally.!? 


19. William E. James, Seiji Naya and Gerald M. Meier, Asian Development: Economic Success and Policy 
Lessons (Madison, Wisconsin: University of Wisconsin Press, 1989), p. 122. 
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Figure 8: Japanese Direct Investment Motives 
(Percentage Cited as One of the Three Most Important 
Motives for Foreign Direct Investment) 
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Source: Ministry of International Trade and Industry, Government of Japan, White 
Paper on International Trade (1987). 


NIE Investment in Asia. The ownership advantage, as noted above, 
is something that can be acquired in the process of economic development. 
Perhaps the best examples of this are the NIEs which in recent years have 
become major investors in export-oriented, labor-intensive manufacturing 
in the ASEAN economies and the People's Republic of China. Unfortunate- 
ly, the only data available on the NIEs' direct investment in Asia are for 
investment approvals, not the actual investment amounts. Table 12 
presents data on the cumulative total from 1980 to 1988 of direct invest- 
ment approvals in the ASEAN economies; Republic of Korea; and Taipei, 
China. 

There are several interesting findings in Table 12. First, Asian 
economies are the source of almost half the direct investment in the NIEs 
and ASEAN economies, a much greater proportion than the region's share 
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in world income or investment, suggesting that being from the region may 
give Asian investors an advantage over their counterparts from outside the 
region. The table also illustrates the predominant role of Japan, especially 
in the NIEs. However, in the ASEAN economies, the NIEs are themselves 
major investors, especially the richest and most open of the NIEs, Hong 
Kong. Singapore is important in neighboring Malaysia and Indonesia, but 
in the region as a whole it is far behind Hong Kong, in part because many 
of the largest Singapore firms are state-owned. Taipei, China has emerged 
as a major investor in the ASEAN economies, especially in the Philippines. 
Its comparative advantage in labor-intensive manufactures is becoming 
rapidly eroded by rising real wages. Nevertheless, Hong Kong and Taipei, 
China possess valuable knowledge gained over many years, about the world 
market for labor-intensive manufactures, which is an asset they can con- 
tinue to exploit profitably by investing in export-oriented manufacturing 
activities in lower wage countries. In this way, direct investment facilitates 
movement up the ladder of comparative advantage both in the investing 
countries, whose resources are freed up to move into more capital-intensive 
activities, and in the host countries, whose industrial employment and 
non-traditional (manufactured) exports expand. 

The process of relocating labor-intensive manufacturing from higher 
to lower wage economies in Asia has gained particular momentum among 
the People's Republic of China; Hong Kong; and Taipei, China. During 
1979-1988 direct investment from Hong Kong to the People’s Republic of 
China accounted for about two thirds of an estimated $30 billion, a part of 
which probably originated in third countries (mostly from Taipei, China).?° 
Also, the number of workers employed by Hong Kong firms in the People's 
Republic of China now substantially exceeds the number employed in 
manufacturing in Hong Kong. 


Link between Intra-Asian Investment and Trade. It was noted 
above that intraregional trade in Asia is of a magnitude that is greater than 
would be expected on the basis of the relative size of the Asian market. One 
possible explanation for the apparent bias in favor of intra-Asian trade is 
the growing importance of intra-Asian foreign direct investment, which 
from the fragmentary evidence that is available appears to be highly 
export-oriented. 

The best evidence of the export-orientation of Asian foreign direct 
investment comes from Japan. There has been a dramatic rise in Asia's 
Share of Japanese foreign direct investment in the developing world. There 
has also been a corresponding rise in the export-orientation of Japanese 
investment in developing countries (see Figure 9). However, data are not 


20. Yung-Wing Sung, op. cit. 
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Figure 9: Japanese Foreign Direct Investment in Developing Economies: 
The Roles of Asia and of Exports 
(Percentage) 
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Source: Kenni Takouchi, "Does Japanese Direct Foreign Investment Promote Japanese 
Imports from Developing Countries?" (Paper presented at the Second Con- 
vention of the East Asian Economics Association, August 1990, Bandung). 


available on the export-orientation of Japanese foreign direct investment 
by region. However, the direction of change both in the relative importance 
of Asia as a destination for investment and in the share of exports in total 
sales of Japanese affiliates in developing countries suggests that the 
export-orientation of Asian affiliates is considerably higher than those 
elsewhere in the developing world. 

It is interesting to consider the export-orientation of Japanese af- 
filiates by sector (see Table 13). Export-orientation is, not surprisingly, 
highest in the natural resource-based sectors (such as food processing, 
wood processing and non-ferrous metals) and is lowest in the heavy, 
capital-intensive manufacturing sectors (such as chemicals and iron and 
steel) The relatively labor-intensive sectors such as textiles, electrical 
machinery and precision machinery are also highly export-oriented, with 
shares of exports in total sales exceeding 50 per cent. Interestingly, the 
increase in the export-orientation of Japanese affiliates in developing 
countries is across the board, wood processing being the exception to this 
general trend. 
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Table 183: Share of Exports in Total Sales of Japanese 
Affiliates in Developing Countries 











(Percentages) 

1980 1983 1988 

Manufacturing 33.0 35.1 42.3 
Food Processing 63.1 41.0 76.7 
Textiles and Apparel 33.8 34.7 51.6 
Wood Processing 62.8 65.3 57.1 
Chemicals 16.0 16.4 27.5 
Iron and Steel 16.0 16.4 16.5 
Non-ferrous Metals 45.8 38.8 63.8 
General Machinery 21.9 25.1 43.8 
Electrical Machinery 37.5 57.0 53.1 
Transportation Equipment 7.1 10.6 22.9 
Precision Equipment 41.6 80.2 51.6 


Source: Kenui Takouchi, "Does Japanese Direct Foreign Investment Promote Japanese Imports from 
Developing Countries?" (Paper presented at the Second Convention of the East Asian 
Economics Association, August 1990, Bandung). 


It is likely that foreign affiliates of Hong Kong and Taipei, China firms 
in Asia are at least as export-oriented as their Japanese counterparts. 
Hong Kong and Taipei, China investors followed the Japanese into those 
branches in which the Japanese affiliates produce largely for export. 
Moreover, many of the Hong Kong and Taipei, China firms investing in the 
People's Republic of China and Southeast Asia established themselves by 
producing for world markets. 


Future Prospects for Intra-Asian Trade and Investment 


Will intra-Asian international trade and foreign direct investment 
continue to expand as rapidly as they have in the recent past? There are 
good reasons to expect they will. First, as long as the Asian countries 
continue to liberalize unilaterally their trade policies and to maintain 
current high levels of investment, the Asian market will continue to 
outpace growth in the other major export markets, principally North 
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America and Europe. It is also likely that real wages in Japan and the Asian 
NIEs will continue to increase faster than elsewhere in Asia, and that as 
a result the flow of direct investment from the higher wage Asian countries 
to the lower wage Asian countries will be maintained for some time to come. 
Since intra-Asian direct investment appears to complement and reinforce 
intra-Asian trade, the bias which was observed in favor of intraregional 
over interregional trade is likely to grow stronger. 

Another potential source of bias in favor of intra-Asian trade is the 
negative force of protectionism in Asia's traditional markets, principally 
the United States and Western Europe. In recent years both the United 
States and the European Community have relied more and more on non- 
tariff, discriminatory trade restrictions to protect domestic markets and 
have resorted increasingly to bilateral and regional trade arrangements to 
promote trade liberalization. Asian exporters have undoubtedly been vic- 
tims of both of these developments. The Asian countries, especially Japan 
and the Asian NIEs, are the most frequent targets of antidumping duties, 
countervailing subsidy measures and so-called safeguard restrictions ap- 
plied by the United States and the European Community. It is also likely 
that Asia, more than any other part of the world, is likely to be hurt by the 
proposed North American free-trade agreement. 

As for Europe-1992, it is difficult to foresee how Asia’ s trade prospects 
will be affected. To the extent that the 1992 measures achieve their stated 
goals of improving European efficiency and intensifying competition within | 
the Community, they will expand opportunities for trade with Asia. On the 
other hand, if the price for liberalization within the European Community 
is more protection from foreign competition, then Asian interests will 
clearly suffer. The Asian countries’ best hope for relief from the dis- 
criminatory trade policies of the United States and Europe was the promise 
of the Uruguay Round of a renewed strength and an expanded role for the 
GATT system. However, if the Uruguay Round fails, it is more likely that 
the international trading system will slide further in the direction of 
regionalism. While this would undoubtedly give greater scope to intra- 
Asian trade, it would do so at a high cost to the Asian countries. 
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Understanding Poverty: 
An Introduction to Conceptual and 


Measurement Issues 
M.G. Quibria* 


he problem of poverty is as old as human history, so is the concern for 

poverty. Although this concern is age-old, it appears to have been 

heightened with the progress of civilization and greater economic 

prosperity. Poverty—its different meanings and manifestations—has 
been studied by historians, sociologists and economists. Its causes have been 
traced to a wide variety of sources; its alleviation has been sought in many 
different directions. Despite the concern for poverty for centuries, attempts at 
measuring poverty are relatively recent, linked largely to developments in 
economies and statistics. With increasing momentum of economie develop- 
ment, the changing extent of poverty has become a subject of great importance 
and interest today. 

It is pertinent to ask why it is important to study the extent of poverty. À 
number of reasons could be cited, but the most important are as follows: First, 
there is a need to define the problem of poverty and its magnitude. Without a 
definition and perhaps some quantification, it is difficult to determine the 
magnitude as well as the direction of effort required to alleviate poverty. 
Second, to evaluate the success (or failure) of government programs and poli- 
cies, it is important to be able to gauge the changes in the magnitude of 
poverty. Besides providing a cardinalization of the overall impact, such meas- 
urement allows one to judge the relative success (or failure) of individual 
programs and policies as well as the need for modifications in them. Third, the 
effort to measure poverty often leads to an effort to identify the poor. Once such 
an identification is made, it is relatively easy to construct the profile of the 





* Senior Economist, Economics and Development Resource Center, Asian Development Bank. The author 
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Islam, J.S. Lee, Harry Oshima, Martin Ravallion, T. N. Srinivasan, and R. O. Wada. 
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Even under very well-conceived tax reform programs, the most important 
question is how administration can be improved. In collecting taxes on interna- 
tional trade, for example, the services of a reputable foreign firm can be 
engaged. Hiring a foreign firm to collect internal taxes is of course out of the 
question but there may be other ways of improving the collection of domestic 
taxes. One approach perhaps is to have a different tenure system and pay scale 
for tax officials. In addition, after the tax collection bureaucracy has been 
improved, data bases may be built up so that income tax returns can be 
compared with other socioeconomic characteristics of taxpayers. 


Conclusion 


That taxes cause distortions in the economy should be a major factor in 
the formulation of tax policies. Every opportunity to collect taxes which do not 
add to existing deadweight losses should be utilized. Yet, we should not lose 
sight of the fact that not collecting enough taxes also generates a different, and 
perhaps more serious, set of distortions. This is especially the case when there 
are shortages of public goods and services, and alternative ways of financing 
the deficit of the public sector result in currency overvaluation or a reduction in 
the demand for money and government debt. 

Thus, it is not necessarily wrong to resort to certain taxes whose main 
virtues are easy administration and revenue generation. A less distortive tax 
system that cannot generate sufficient revenue is not necessarily superior to 
one that is more distortive but can help the government meet its revenue 
targets. 

It does not always follow, however, that revenue and deficit targets 
should be met at all cost. Increasing taxes on imports, for example, may be a 
relatively easy way to raise revenue but it may be inferior to a devaluation that 
is accompanied by an improvement in tax administration and an increase in 
the elasticity of the tax system with respect to changes in the exchange rate. 

Given the dilemma between reducing distortions and increasing revenue 
generation, the social return from programs that improve tax administration 
may be quite high. It should be noted, however, that algebraically simple taxes 
are not necessarily synonymous to taxes that are easy to administer. Moreover, 
reforms in tax administration would require consistency and long time horizon 
and should not be seen as a response to a fiscal or balance-of-payments crisis. 
Tax administration is an important economic problem in its own right since the 
motives of taxpayers and tax collectors and the environment under which they 
interact may relate heavily with whether a tax structure that looks good on 
paper succeeds or fails in actual implementation. 
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power was available for computable general equilibrium modelling. They also 
illustrate why much of the literature on taxation in economic journals is not 
very useful to policymakers. Many important economic problems are not ad- 
dressed because administrative problems are labelled as non-economic. 

In a model, for example, where information is either costly or unreliable 
and where dishonest taxpayers and officials “maximize utility", the uniform 
rate of taxation (“broader and flatter” tax systems) may be algebraically simple 
but is not easy to enforce. If the probability of getting caught or the penalty for 
tax evasion is low, simply understating the taxable variable would yield higher 
pay-offs than even rather large-scale padding of deductions. (In fact, padding of 
deductions such as the declaration of personal expenses as business expenses is 
necessary only for tax cheats who are forced to report receipts truthfully.) On 
the other hand, high penalties may not reduce the incidence of cheating since 
enforcement of the penalties may themselves be the source of corruption when 
enforcement is weak. Similarly, even a simple and only mildly progressive 
income tax system may not yield the expected revenues if all taxpayers are sole 
proprietors or family workers who have no need to keep audited records. 

It would of course be much easier to collect taxes if all tax filers were 
corporations whose stocks are widely traded and whose management is ac- 
countable to a wide range of stockholders. In a sense, improved tax collection is 
a by-product of the process of making managers of corporations accountable to 
the stockholders. In addition, such corporations must keep a good record of 
their payments to other firms and employees in order to avoid paying more 
than the legal taxes. 

In short, tax collection is constrained by the state of the economy and the 
costliness and availability of information (which may have little to do with the 
tax collection machinery). This is not to say, however, that broader and flatter 
tax systems do not offer any advantages. If broader and flatter systems are 
hard to administer, very progressive and complex systems would be impossible 
to administer. 

Gilliss observations about tax reforms in Indonesia may therefore be 
applicable to most developing countries in the region.!! He noted that fiscal 
reforms which work their way through the price system and require little or no 
change in the administrative machinery (e.g., cut in incentives and deductibles 
which allow a reduction in the tax rates) are likely to work immediately and 
have an impact on the economy; but compliance with tax laws (no matter how 
broad, flat and simple they are as a result of tax reforms) will not be easy to 
elicit. 

For this reason, it is best that tax reform be seen as a program that 
requires a long horizon, not as an answer to a fiscal or balance-of-payments 
crisis. 


11. M. Gillis, “Micro and Macroeconomics of Tax Reform: Indonesia", Journal of Development Economics, 
vol. 19 (1985), pp. 221-254. 
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taxation of gross compensation income would address revenue concerns, ad- 
ministration problems and horizontal equity more than vertical equity. The 
shift to gross compensation taxation would remove the bias in favor of taxpay- 
ers who are quite well-off relative to other taxpayers but are allowed to deduct 
interest payments on their housing loans from gross income. Gross compensa- 
tion taxation also reduces administrative problems by eliminating deductions 
which slow down the auditing of tax returns. Moreover, gross compensation 
taxation would broaden the tax base and, as a result, would make possible 
higher tax collections even if marginal tax rates are reduced. Gross compensa- 
tion taxation would also allow auditors to concentrate resources on income tax 
returns of people whose main source of income is not compensation (e.g., self- 
employed business men and professionals) by reducing the amount of time 
spent in auditing returns of workers and salaried employees. Finally, gross 
income taxation allows full use of withholding taxes at source, which greatly 
simplifies both monitoring and collection of income taxes. 

The conflict between vertical equity and efficiency has lost the limelight 
partly because: (i) the emphasis shifted towards mobilizing resources for public 
goods, some of which could potentially change the country (e.g., a road network 
that willlink all major islands); and (ii) politically feasible changes in the 
Structure of taxes seem to have little effect on the distribution of income and 
the incidence of poverty. (Rural development and reduction of unemployment 
have a much greater impact than any politically feasible form of tax reform.) 
Similarly, taxing one sector of the economy more than another need not 
improve equity, since mobility of resources would tend to spread the incidence 
of taxes much more widely than parus equilibrium and short-run analyses 
would imply.? 

With the advent of somiputabls nas equilibrium models, general equi- 
librium analysis can now use more "realistic" assumptions than those used by 
Harberger. The findings, however, are not very surprising. Habito used a 
computable general equilibrium to simulate the effects of changes in indirect 
taxes and income taxes on equity and efficiency in the Philippines.!° He found 
that the 1977 indirect taxes were in fact less equitable and less efficient than a 
simple system that would tax different sectors of the economy at a uniform 
rate. (The current system of indirect taxes is much closer to the 1977 system 
than to a uniform rate system.) He also found that increasing the role of income 
taxes, even one that is only mildly progressive, will do wonders for both equity 
and efficiency. 

Habito's results are intuitively appealing and would probably apply as 
well to other developing economies. In a way, however, his results are rather 
obvious. In fact, such reforms have been suggested long before computing 


9. A.C. Harberger, “The Incidence of the Corporation Income Tax", Journal of Political Economy (1962), 
pp. 215-240. 

10. C.F. Habito, “Equity and Efficiency Tradeoffs in Philippine Tax Reforms”, Journal of Philippine 
Development, vol. 24 (First Semester 1987), pp. 57-88. 
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In the long run, however, the balance-of-payments problem must be 
solved through export growth, not import reduction. And to the extent that 
export incentives cannot offset the penalties imposed on exporters by tariffs 
and the additional levy on imports, a credible *one-shot" devaluation may be 
better than a tariff-cum-subsidy policy. If many exporters are small and geo- 
graphically dispersed, it is quite likely that many exporters will not be able to 
use the subsidy scheme but will have to pay higher prices for their inputs 
because of the import levy. In such cases, a devaluation would be preferred to a 
tariff-cum-subsidy scheme if fiscal problems can be solved. 

There are of course major undesirable side effects associated with devalu- 
ation. If the economy is indexed, for example, devaluation is just a tax on 
money and financial assets which are denominated in the domestic currency. 
In such cases, devaluations achieve very little and make matters worse by 
increasing the public sector deficit and by inducing people to increase the share 
of foreign assets in their portfolios. 

A one-shot devaluation policy (announced after the fact) would of course 
be credible only if the government's plan to bring down the public sector deficit 
is credible. The devaluation may reduce interest payments on public internal 
debt, but this may not be enough to restore the credibility of the government's 
macroeconomic program. Ultimately, the success of a devaluation will rest on 
the government's ability to control expenditures and increase tax collection. 


Tax Reform and Tax Administration 


The conventional wisdom is that simple tax systems may be easier to 
administer, but tax systems have to be more complex if they are to achieve both 
efficiency and equity objectives. In less-developed countries, however, it seems 
that administration and information costs are very much part of what econo- 
mists should consider in their analysis of taxation policy. Moreover, revenue 
neutrality should not be imposed as a criterion for comparing two alternative 
tax proposals. 

The trade-off is not necessarily between equity and efficiency but between 
revenue gains and price distortions. In such cases, analysis of revenue neutral 
tax changes may not be the order of the day since the issue at hand is how to 
finance government expenditures. 

As discussed earlier, the problem facing policymakers may not be a choice 
between alternative tax structures but a choice between alternative methods of 
financing government expenditures. Devaluation, for example, taxes holdings 
of domestic currency and increases the burden of servicing public external debt 
and therefore causes certain types of deadweight losses. À levy on imports, 
however, will also cause its own set of distortions. 

Similarly, tax reform may focus more on revenue-raising or on making it 
easier, or more accurately, less difficult to administer the tax laws. For exam- 
ple, shifting from taxation of net income (net of allowable deductions) to 
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rate and GNP, but short-run fiscal problems may arise if the sectors which 
should receive less protection under the trade and tariff reforms contribute 
significantly to government coffers but the new industries that are expected to 
rise as result of tariff reforms have long gestation periods or are not caught by 
the tax net. 

In sum, it is possible to have tariff and trade reforms without having to 
increase the revenue from domestic taxes. This conclusion, however, should be 
qualified insofar as trade and tariff reforms would require currency deprecia- 
tion and, as a result, an increase in the outlays in domestic currency for 
servicing the public external debt. Moreover, trade and industrial restructur- 
ing would reduce the tax revenue from protected industries. It is therefore 
important that the new industries that will rise as a result of trade and 
industrial restructuring be caught by the tax net. Otherwise, the government 
would be forced to undertake ostensibly contradictory policy measures such as 
reduction of regular tariffs to achieve tariff reforms and the imposition of a levy 
on imports, albeit a temporary one, to prevent trade reforms and exchange rate 
changes from triggering a fiscal crisis (as in the case of the Philippines). 

However, the reduction of penalties on exports, one of the objectives of 
tariff and trade reforms, would be at least temporarily and partially defeated if 
a levy is imposed on imports to mitigate fiscal problems. One possible solution 
is a tariff-cum-subsidy policy which minimizes penalties on exports by leaving 
the price of imported inputs relatively unaffected. For a country which prac- 
tices wage indexation but is plagued by both fiscal and external imbalance, a 
tariff-cum-export subsidy policy may be preferable. Even Harberger who is 
very much against the use of incentives singled out virtually irremovable trade 
restrictions as one of the few valid reasons for granting incentives (but only to 
exporters).? 

The theory of the second best, however, should always be applied with a 
heavy dosage of the theory of rent seeking.9 For if it is true that some lobby 
groups are rather successful in blunting trade and tariff reforms, it is also 
likely that they will also enjoy some amount of success in influencing the 
formulation and legislation on fiscal incentives. In short, it is best that laws 
and rules on export incentives be made distinct and separate from laws and 
rules on investment incentives. 

By imposing a temporary import levy, policymakers in countries such as 
the Philippines which have deficits in both the fiscal and current accounts may 
be shooting two birds with one stone. The levy reduces both the trade and fiscal 


gaps. 
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Table 7: Share of Taxes on International Trade Deflated by the 
Ratio of Merchandise Imports to GDP, 1987 








(Percentages) 

In Total In Total In Indirect 

Revenue Tax Revenue Taxes? 
Bangladesh 2.86 3.43 3.88 
India 3.28 4.10 4.94 
Indonesia 0.40 0.53 1.40 
Nepal 1.25 1.51 1.67 
Pakistan 1.79 2.31 - 2.69 
Philippines 0.82 0.98 1.39 
Sri Lanka 0.89 1.07 1.24 
Thailand _ 0.74 0.82 1.03 


a All taxes except income and profit taxes. 


Source: World Bank, World Development Report 1989 (New York: Oxford University Press, 1989). 


It is more meaningful, however, to compare taxes on international trade 
with taxes on domestic goods and services (e.g., exclude taxes on profits and 
income). Among the countries listed in Table 7, only Thailand does not have a 
significant bias against foreign goods and services. Bangladesh, India and 
Pakistan, on the other hand, tax foreign goods and services much more heavily 
than Indonesia, Philippines and Sri Lanka. 

If the objective of tariff reform is to reduce variations in effective rates of 
protection given to various industries rather than the reduction of the average 
level of protection, tariff reforms may increase revenue collections. Tariff 
reform which keeps the average tariff rate constant will increase revenue since 
a more uniform tariff schedule would reduce smuggling and change the compo- 
sition of imports. It is therefore possible that some reduction in the average 
level of protection will not reduce revenue if the reduction in the average level 
(which reduces revenue) is accompanied by a reduction in the variation in the 
tariff rates (which causes an offsetting increase in revenue). 

A substantial reduction in the average level of protection (as may be 
potentially desirable in countries such as India, Indonesia, Pakistan and Phil- 
ippines), however, would require substantial improvement in the collection of 
taxes on income and profits and domestic goods and services. It would be 
providential if the tax system is elastic with respect to changes in the exchange 
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price elasticity of demand for imports are very high, across-the-board reduc- 
tions in tariffs may reduce government revenue, at least in the short run. (This 
is so since a one percentage point reduction in tariff rates represents less than 
a one percentage point reduction in product price inclusive of tariffs.) 

There is appreciable variation in the dependence on taxes on interna- 
tional trade and transactions among low-income and middle-income Asian 
countries (see Table 6). In general, trade and tariff reforms will accentuate the 
need to increase collection of domestic taxes in countries that are more depend- 
ent on taxes on international trade and transactions. Moreover, as discussed in 
the previous section, trade liberalization and reduction in overall levels of 
protection would result in currency depreciation, which could increase the 
public sector deficit if a large part of the external debt is public or publicly 
guaranteed and the tax system is not very elastic with respect to changes in the 
exchange rate. 

South Asian countries are more dependent on taxes on international 
trade than Southeast Asian countries (see Table 6). As such, it will be more 
difficult to change trade policies in South Asian countries without first improv- 
ing tax administration and the revenue elasticity of domestic taxes. 

Dependence on taxes on international trade is a function both of the level 
of tariffs and the size of international trade relative to gross domestic product 
(GDP). Adjusted for the share of imports in GDP, Indonesia, Philippines and 
Thailand collect less taxes on domestic economic activities than on interna- 
tional trade (see Table 7). 


Table 6: Share of Taxes on International Trade, 1987 








(Percentages) 

In Total In Total In Indirect 

Revenue Tax Revenue Taxes* 
Bangladesh 42.6 51.0 57.8 
India 28.2 35.2 42.5 
Indonesia 8.3 10.9 29.1 
Nepal 27.7 33.5 37.1 
Pakistan 32.9 42.6 49.5 
Philippines 16.9 i 20.3 28.6 
Sri Lanka 30.8 36.9 43.0 
Thailand 20.0 i 22.1 27.7 








a All taxes except income and profit taxes. 


Source: World Bank, World Development Report 1989 (New York: Oxford University Press, 1989). 


82 Asian Development Review 


debt and would themselves fuel inflationary expectations, thereby making it 
impossible to simultaneously attain both growth and price stabilization 
objectives." 


Tax, Trade and Tariff Reforms 


It may be desirable to look at tax, trade and tariff reforms as a single 
package. The structure of indirect taxes, for example, may add to protective 
effects of tariffs and quantitative restriction. On the other hand, governments 
forgo a lot of revenue when they use quantitative restrictions and high effective 
rates of protection to promote domestic industries. 

Automobile assembly is a case in point. Many developing countries en- 
courage domestic assembly of automobiles by prohibiting imports of completely 
built units or by taxing—either through tariffs or through discriminatory sales 
taxes—such imported units more than domestically assembled cars. Often, 
domestically assembled cars have very little domestic content and use im- 
ported parts which come in completely knocked down and are taxed less than 
completely built units. 

It is quite clear that domestic car assembly industries cannot compete 
with imports from Japan and the Republic of Korea if taxes on domestically 
assembled cars and imported completely built units were equalized and quanti- 
tative restrictions on imports of such units were lifted. Thus, it is possible to 
raise additional revenue without changing sales volume and prices paid by car 
buyers. (Until the recent policy changes in Thailand, revenue forgone was 
probably greater in Thailand than in the Philippines.) 

The set of policies encouraging domestic car assembly is just one example 
of how tax/tariff increases can both raise revenue and improve efficiency given 
the existence of other distortions in the economy. 

There are two ways of reducing variations in rates of effective protection 
across industries: by reducing tariffs on imported competing products or in- 
creasing tariffs on the imported inputs of protected industries. While the 
former may reduce both revenue and price distortions, the latter would reduce 
distortions and most likely increase revenue. (Replacing quantitative restric- 
tions willincrease revenue without changing the protective structure.) In sum, 
it is possible to simultaneously raise revenue and reform trade and industrial 
structures to the extent that protection comes in the form of quantitative 
restrictions and non-uniform tariff rates. 

Ideally, however, tariff reforms should reduce both the variation in the 
effective rates of protection and the average level of protection. Unless tariffs or 





5. S.A. Morley and A. Fishlow, “Deficits, Debt and Destabilization: The Perversity of High Interest Rates”, 
Journal of Development Economics, vol. 27 (1987), pp. 227—244. 
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Table 5: Real Effective Exchange Rates 








(19852100) 
Indonesia Malaysia Philippines 
1985 100.0 100.0 100.0 
1986 75.7 85.4 81.5 
1987 57.8 81.1 76.6 
1988 55.5 71.7 74.5 
1989 56.8 69.3 77.1 
1990 57.2 68.9 76.9 


Source: Asian Development Bank, Asian Development Outlook 1991 (Manila, 1991), Table A26. 


cial depth. The effects of inflation on financial deepening have been observed 
not only in countries which are experiencing balance-of-payments crises but 
also in successful economies such as the Republic of Korea.* 

Since most developing countries have very thin stock markets, a reduc- 
tion in financial depth may have very deleterious effects on the productivity of 
capital as the lack of financial depth reduces the flow of funds from savers who 
are not necessarily good investors to productive investors who do not have 
enough investible funds. Similarly, attempts of governments to finance deficits 
by requiring larger reserves would also tax financial intermediation and re- 
duce productivity of capital. 

It is not just private investors, however, who would bear higher costs of 
funds as a result of inflation and deficit financing. To the extent that govern- 
ment borrows from domestic capital markets, it may have to pay higher real 
interest rates after inflationary expectations have established firm roots. This 
is especially the case in countries that are trying to reduce inflation. After 
several years of inflation, even genuine efforts of government to reduce mon- 
etary growth will not be immediately credible. Thus, attempts to substitute 
government bonds (with a promise of better tax collection in the future) for 
money creation in the financing of the deficit will drive up both nominal and 
real interest rates in the short run. In fact, if the ratio of internal public debt to 
GNP is very high, the high interest rates would accelerate the growth of public 


4. B.J. Moore, "Inflation and Financial Deepening", Journal of Development Economics, vol. 20 (1986), 
pp. 125-133. 
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Table 4: Interest Payments on External Public Debt, 1988 








Percentage Percentage of Central 
of GNP Government Revenue 
Bangladesh 0.7 8.4 
China, People's Rep. of 0.4 T 
India 0.9 6.5 
Indonesia 3.4 17.8 
Malaysia 3.7 14.8 
Nepal 0.6 5.9 
Pakistan 1.2 7.0 
Philippines 3.9 27.1 
Sri Lanka 1.8 9.4 
Thailand 1.6 9.4 


Source: World Bank, World Development Report 1990 (New York: Oxford University Press, 1990). 


In hindsight, it could be said that the Philippine exchange rate policy 
would have been more conducive to stable economic growth if foreign loans had 
been less accessible in the 1970s. However, given the present level of the 
country's public external debt, policymakers would probably be afraid to allow 
large changes in the exchange rate unless external funds can be tapped to 
cushion the fiscal impact of exchange rate adjustments. (They should, however, 
increase the elasticity of the tax system and not lapse back to the use of 
externa] funds to maintain an overvalued currency.) 

Given the scarcity of external financing, policymakers in developing coun- 
tries may be tempted to use other means of financing the public sector deficit. 
Money creation and higher reserve requirements may not have the same 
distortionary effects on international trade as foreign loans. Under certain 
conditions, however, these alternative methods of financing the public sector 
deficit may reduce the efficiency of domestic resource mobilization. Moreover, 
exchange rate policy should be consistent with money supply and credit poli- 
cies. Otherwise, money creation could also result in currency overvaluation 
(though probably not to the same extent as foreign loans). 

But even if central banks do not try to maintain an overvalued domestic 
currency, money creation would increase inflationary expectations and reduce 
the ratio of savings and time deposits to GNP. There is substantial empirical 
and theoretical basis for prediciting that inflation would tend to reduce finan- 
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Table 3: Consolidated Deficit: The Philippine 
Public Sector, 1985-1990 








(P billion) 

Total Central Bank Total Less Central 

Deficit Deficit Bank Deficit 
1985 36.2 (6.1) 15.5 (2.6) 20.7 (3.5) 
1986 29.8 (4.8) 18.2 (2.9) 11.6 (1.8) 
1987 15.4 (2.2) 10.9 (1.6) 4.5 (0.6) 
1988 25.6 (3.1) 16.9 (2.0) 8.7 (1.1) 
1989 39.1 (4.1) 20.8 (2.2) 18.3 (1.9) 
1990 56.0 (5.0) 19.0 (1.9) 37.0 (3.1) 
Total 202.1 101.3 100.8 


Note: Figures in parentheses are percentages of GNP. 


Source: B.E. Diokno, “Fiscal Performance in the 1980's: A Policy Perspective” (Paper presented at the 28th 
Annual Meeting of the Philippine Economic Society, 10 December 1990, Manila), Table H-3. 


products. Since oil prices are always a major political issue in the Philippines, 
there would always be pressure to cut taxes on petroleum products in order to 
reduce the effects of a devaluation on oil prices. In short, Table 4 understates 
the negative effect of a devaluation in the fiscal position of the government in 
the Philippines. ; 

It is therefore not surprising that the Philippines finds it harder to pursue 
a more realistic exchange rate policy than either Indonesia or Malaysia. The 
balance-of-payments problem of the Philippines may be more serious and 
persistent, but the Philippines is more constrained by the fiscal implications of 
a devaluation than Indonesia or Malaysia. In other words, the Philippines 
would probably have a sounder exchange rate policy today ifits tax system had 
been more elastic in regard to changes in the exchange rate. 

But as pointed out earlier, the Philippine tax system is not broad-based 
and is not very elastic in terms of changes in the exchange rates. As a result, as 
shown in Table 5, the real effective exchange rate of the Philippines depreci- 
ated less than that of Indonesia and Malaysia although, abstracting from fiscal 
considerations, the Philippines probably needs a bigger exchange rate 
adjustment. 
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it has been estimated that a large part of the external debt of the Philippines 
financed capital flight? 

Foreign loans allow temporary (i.e., as long as new money exceeds inter- 
est payments on the debt) maintenance of a foreign exchange regime which 
penalizes exports and subsidizes capital flight, imports and import-dependent 
industries. Moreover, since imports and capital flight will always exceed ex- 
ports under such a regime, the implicit tax on exports will be less than the 
implicit subsidy to imports and capital flight. Thus, the public sector will suffer 
a huge loss when the foreign exchange regime collapses. It is ironic, for 
example, that the Philippine public sector which subsidizes tertiary education 
and tertiary health care less than the public sectors of other economies in the 
region ended up, albeit unwittingly, subsidizing imports that would have not 
been subsidized as a matter of explicit policy. 

How a country's exchange rate policy will respond to a significant reduc- 
tion of external funds will depend to a large extent on how elastic its tax system 
is with respect to a devaluation. In many countries, a large part of the accumu- 
lated external debt while it was relatively easy to borrow from abroad is either 
public or publiely guaranteed loans. A devaluation would therefore signifi- 
cantly increase the size of the public sector deficit unless tax collections also 
rise significantly as the domestic currency is devalued. 

In the Philippines the effect of a devaluation on the servicing of public 
external debt public sector deficit is so large relative to tax revenue increases 
that might result from a devaluation that policymakers might have been 
deterred from setting a realistic exchange rate despite the country's large and 
persistent trade and current account deficits (see Table 3). 

There are no cross-country data on how public sector deficits of different 
countries in the region would be affected by a devaluation. Judging, however, 
by the size of interest payments on external debt, the fiscal impact of a 
devaluation would be larger in the Philippines than in other Asian economies 
(see Table 4). Relative to GNP, interest payments on external debt are quite 
large in Indonesia, Malaysia and the Philippines. Relative to central govern- 
ment revenue, however, the fiscal impact of a devaluation would be far greater 
in the Philippines than in either Indonesia or Malaysia. Interest payments 
on external public debt account for more than one fourth of the revenue of the 
national government of the Philippines. The corresponding figures for Indone- 
sia and Malaysia are 17.8 per cent and 14.8 per cent, respectively. Moreover, 
the tax base of Indonesia would tend to be more elastic with respect to a 
devaluation since Indonesia exports oil, and profits of oil companies account for 
a large part of Indonesia's tax revenue. In contrast, the Philippines imports 
nearly all of its oil consumption and is very dependent on taxes of petroleum 





3. J.K. Boyce and L. Zarsky, “Capital Flight from the Philippines", Journal of Philippine Development, 
vol. 27 (1988), pp. 191—222. 
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Fiscal Policies, Intermediation and the Exchange Rate 


One important reason why taxation is essential in getting macroeconomic 
policies right is that alternative ways of financing government expenditures— 
money creation, mandating larger required reserves, domestic borrowing and 
foreign loans—can have very harmful effects on the economy. Money creation 
is an inflation tax. Required reserves creation is essentially a tax on financial 
intermediation. On the other hand, foreign borrowing by the public sector, if 
done in excess of the foreign exchange requirements of government projects, 
represents not only postponement of taxation but also potentially large distor- 
tions in a country’s international trade and industrial structure via its effects 
on the exchange rate. 

As mentioned earlier, taxation would generate its own distortions. If 
administrative constraints and tax collection problems rule out all but very 
distortive taxes, it is possible that deficit financing through some amount of 
money and required reserves creation and foreign and domestic borrowing may 
be better than new taxes. It seems, however, that policymakers in many 
developing countries have underestimated the distortive effects of foreign 
borrowing on the exchange rate. 

The Philippines, for example, relied too heavily on foreign borrowing in 
the 1970s. Prior to the economic crisis of 1983-1985, the Philippines used all 
the above methods of financing the budget deficit but more than half of the 
public sector deficit was financed externally. Under perfect capital markets, 
public external debt in excess of the foreign exchange requirements of govern- 
ment projects need not result in a real appreciation of the domestic currency. 
Under perfect markets, the private sector will anticipate the effect on future 
exchange rates of the servicing of the foreign debt incurred by the government 
and would therefore increase the share of foreign assets in its portfolio. (Thus, 
it is as if the government were borrowing from the domestic private sector 
using foreign assets as security or collateral.) 

In general, however, heavy reliance on foreign loans for financing public 
sector deficits would initially result in domestic currency appreciation. The 
presence of exchange controls and capital market imperfections would limit the 
share of foreign currencies in the portfolios of the domestic private sector. The 
inflow of foreign loans would therefore strengthen the domestic currency, 
which would result in part of the loan proceeds being spent on additional 
private sector imports or domestic consumption of exportable products. In 
short, foreign loans could cause a widening of the current account deficit by 
more than the foreign exchange requirements of government projects. 

Moreover, since speculators would expect the domestic currency to depre- 
ciate as soon as inflows of new foreign loans start falling behind interest 
payments on the external debt, there would be great incentive to violate laws 
controlling the holding of foreign assets. Imports and exports will be misinvoiced 
in order to get around laws against the holding of foreign assets. For example, 


76 Asian Development Review 


Table 2: Overall Budget Surplus/Deficit of Central Government 


(Per cent of GDP) 
1986 1988 1990 
Southeast Asia 
Indonesia —5.6 -7.0 -5.5 
Lao People’s Democratic Republic —6.9 —29.1 —18.0 
Malaysia —10.5 -4.3 —6.0 
Philippines -4.9 -3.7 —4.0 
Thailand -2.5 2.3 4.9 
Viet Nam —5.0 —6.4 -3.9 
South Asia 
Bangladesh —6.9 —6.0 -6.7 
India —b5.6 -5.7 —5.6 
Myanmar —2.8 -3.4 —9.6 
Nepal -11.9 -12.1 —12.8 
Pakistan -8.1 —8.5 —6.6 
Sri Lanka -11.4 -11.3 —10.0 
China, People’s Rep. of -1.9 -2.5 —4.5 





Source: Asian Development Bank, Asian Development Outlook 1991 (Manila, 1991), Table A29. 


taxation and resource mobilization: (i) budgets and inflationary pressures 
should be kept under control; (ii) tax systems should be simple and non- 
distortive; (iii) excessive income tax rates should be avoided; (1v) the excessive 
use of tax incentives to achieve particular objectives should be avoided; and (v) 
as an exception to (iv), incentives may be used to promote exports when it is not 
possible to eliminate excessive trade restrictions. 

Tax performance is one among many factors that influences economic 
growth; it is difficult to determine why some countries grow faster than others. 
However, the experience of many countries shows that fiscal, monetary and 
trade policies can influence growth. While better fiscal performance alone 
cannot guarantee economic success, keeping deficits under control is a key 
ingredient in the maintenance of a macroeconomic environment that is condu- 
cive to stable growth. 
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revenue ratio the effect. It is also quite likely that many factors that are 
associated with economic growth (e.g., better bureaucracy and increasing share 
of the formal sector) are also positively correlated with the capability of govern- 
ments to collect revenue. 

From Table 1, it also seems that governments can improve their capacity 
to raise revenue significantly. In fact, among the eight Asian economies in 
Table 1, only the Philippines did not significantly increase the ratio of central 
government revenue to GNP between 1972 and 1987. In 1972 government 
revenue accounted for roughly the same percentage of GNP in Pakistan, 
Philippines and Thailand. The share of government revenue in GNP in the 
Philippines, however, was stagnant between 1972 and 1987 and is now more 
than three percentage points lower than the ratios in Pakistan and Thailand. 

In spite of the paucity of evidence directly linking revenue raising capabil- 
ity and economic growth, it is quite plausible that, other things being equal, 
economic performance would improve with an improvement in the ability of 
government to finance the provision of public goods. While theory and experi- 
ence show that improved revenue collection may be used to finance wasteful 
public sector spending and concessions to public sector unions rather than 
increases in the supply of critical public goods and services, conventional 
wisdom in the economics profession is that there is a strong tendency towards 
underprovision of public goods. Indeed, as shown in Table 2, central govern- 
ments in Asian developing countries are having a hard time raising sufficient 
revenue and have, with a few exceptions, consistently incurred budgetary 
deficits. 

Although governments in developing countries can increase the supply of 
public goods without increasing tax collection by increasing user charges for 
services such as tertiary education and tertiary health care and by staying out 
of economic activities that can be performed by the private sector, most 
developing countries would benefit significantly from improvements in tax 
collection and administration. For example, investment in health, education 
and agricultural research—skills and knowledge—in advancing the economic 
prospects of low-income countries is considered important.! Surely, improve- 
ment in the government’s ability to mobilize resources would help in improving 
skills and knowledge. Among publicly funded activities, for instance, agricul- 
tural research probably best illustrates the fundamental properties of pure 
public goods—non-rivalry and non-exclusion. 

Harberger drew 13 lessons of economic policy from the experience of 
policy professionals in many countries. 2 Five of the 13 are directly related to 
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Cross-section data from low and middle-income countries in Asia display, 
at best, a weak correlation between the government’s ability to raise revenue 
and economic growth (see Table 1). Sri Lanka, for example, has a much higher 
ratio of central government revenue to gross national product (GNP) than 
Thailand but has a lower growth rate of GNP per capita. Pakistan, Philippines 
and Thailand had roughly the same revenue-GNP ratios in 1972 but had very 
different growth rates in GNP per capita. 


Table 1: Shares of Government Revenue in GNP and 
Growth Rates in Asian Low-Income and Middle-Income Countries 


(Percentages) 
Average Annual 
Ratio of Government Growth in GNP 
Revenue to GNP Per Capita 
1972 1987 1965-1987 
Bangladesh 8.6 9.5 0.3 
India 10.8 14.5 1.8 
Indonesia 13.4 23.1 4.5 
Nepal 5.2 8.6 0.5 
Pakistan 12.5 16.7 2.5 
Philippines 12.4 12.9 1.7 
Sri Lanka 20.0 21.5 8.0 
Thailand 12.5 16.2 3.9 


Source: World Bank, World Development Report 1989 (New York: Oxford University Press, 1989). 


It is not surprising that there is weak correlation between the ability of 
governments to raise revenue and economic growth. The ability of governments 
to raise revenue is just one among many factors that influence growth. Eco- 
nomic growth is more closely associated with productivity growth and economic 
efficiency than with tax effort. 

Moreover, even if a positive correlation between the tax effort and eco- 
nomic growth can be established, it would be very hard to prove a cause-and- 
effect relationship. It could very well be that growth is the cause and the 


Taxation and 


Domestic Resource Mobilization 
Felipe M. Medalla* 


axation can be viewed as an important form of domestic resource 

mobilization. To the extent that public goods are underprovided, the 

marginal productivity of resources may be higher in the public sector 

than in the private sector. As a result, output may increase as tax 
and revenue collection is improved. 

The imposition of taxes, however, introduces economic distortions and 
deadweight losses. These distortions and deadweight losses must be weighed 
against distortions caused by deficit financing and the underprovision of public 
goods. It is possible, for example, that a tax system which introduces smaller 
price distortions but yields insufficient revenue may be inferior to a tax system 
that introduces greater price distortions but yields more revenue. It is there- 
fore important to ask whether taxation impedes private domestic resource 
mobilization more than other means of financing government expenditures. 

That revenue collection should be given priority over reduction of price 
distortions in the formulation of tax policies is not unlikely if the different 
methods of financing the deficit of the public sector also cause significant 
distortions. Distortions in relative prices of commodities may be the lesser evil 
ifthe alternative is a less distortive tax system that yields insufficient revenue. 
Currency overvaluation may result if revenue shortfalls are externally fi- 
nanced. On the other hand, excessive money creation and reserve require- 
ments impede financial intermediation and reduce the productivity of capital. 

This does not mean, however, that revenue gains would justify all tax 
distortions. It is conceivable, for example, that a devaluation which reduces the 
real value of internal public debt may be preferable to an import levy which 
reduces not only the public sector deficit but also the competitiveness of 
exporters. 

This article discusses the importance of taxation and resource mobiliza- 
tion in economic growth, the relationship between fiscal policies, financial 
intermediation and the exchange rate, the interaction between taxation and 
trade reforms and the relationship between tax reform and tax administration. 
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It should not be overlooked that the acceptance of government’s expendi- 
ture policies and of the tax department’s handling of taxpayers is crucial for 
success in enforcing taxes. There is a growing perception that the key to tax 
reform in the future probably lies in linking revenue raising with expenditure 
programs more explicitly than so far. Earmarked taxes, user fees, and nar- 
rowly based revenue sources will probably receive more attention than broad- 
based taxes. The acceptance of payroll taxes in the face of resentment against 
federal taxes such as income tax in the United States is a pointer to where 
possibilities lie for raising revenue for financing public services.94 The success 
of the Orangi Pilot Project in Karachi (Pakistan) in inducing squatters to 
contribute funds to set up sanitation facilities also carries the same message.®® 
Taxation of industries or economic agents causing damage to the environment 
or giving rise to social costs which are external to them thus has a greater 
chance of being accepted than a general tax to preserve the environment. There 
is also scope for using the tax system to reduce environmental degradation, 
e.g., by raising the prices of petroleum and energy for inducing greater use of 
energy saving and labor-intensive techniques. 


Concluding Remarks 


One important lesson of tax reform in developing countries is that, how- 
ever urgent the need may be, reform cannot make any headway without 
political support. The experience of Argentina is a case in point. Tax systems of 
many developing countries are in a messy state not because they do not know 
what needs to be done or a lack of requisite talent or expertise but because of a 
lack of political and social support. Many sensible proposals are often blocked 
by opposition from the articulate sections. However, even in such situations, 
economists can play an important role in building up opinion in support of what 
ought to be done. They may also focus attention on areas where knowledge is 
scanty and further research is needed. Taxation in an interdependent world 
can have many ramifications which may not be immediately obvious and which 
still remain to be fully understood.® International and regional multilateral 
agencies would earn the gratitude of developing countries of the region if they 
help to build up the expertise, knowledge and opinion on what ought to be done 
to improve their tax systems. 
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The Republic of Korea has one of the most extensive tax withholding 
systems. Withholding applies to both residents and non-residents. In the case 
of resident individuals, apart from salaries and wages, withholding is obliga- 
tory in respect of interest, dividend, business income from free-lance occupa- 
tions, *other incomes", and retirement income. For non-residents and foreign 
companies, income subject to withholding includes income from using or fur- 
nishing personal service and certain businesses.9! In 1983 Australia intro- 
duced a new system, the Prescribed Payments System, for deducting tax at 
source from specific labor and services. Under the new system intraindustry 
payments are subject to withholding in specified industries where compliance 
was known to be low. These include building and construction, joinery and 
cabinet making services, road transport, motor vehicle repair, and cleaning 
industries.98? Pakistan too extended its withholding system in 1989.63 Develop- 
ment of an extensive and efficient withholding system should be one of the first 
tasks of tax reform in the 1990s. 


Information System. Withholding should go along with the develop- 
ment of computerized information system. The contribution of third-party 
information matching in tax enforcement cannot possibly be overemphasized. 
The sanctions against misdemeanour can have no deterrence without a convic- 
tion among the taxpayers that the tax department gets to know sooner or later 
who is earning how much. Simple devices such as requiring tenants to file 
information regarding rents paid can go a long way to check understatement of 
property incomes. Instances have come to be noticed in India where even 
payments made by government agencies (such as commissions to lottery opera- 
tors) go untaxed for lack of information flow. As part of reform measures 
several countries have adopted a taxpayer identification number in all transac- 
tions. Many of the ills of the tax system in developing countries can be rem- 
edied if only they cared to set up a good information system and to secure 
greater coordination and exchange of information among tax collecting agen- 
cies within (and if possible, among) countries. 

It must be added that a fast-moving machinery of adjudication of tax 
cases is necessary if tax laws are to be enforced efficiently. Long delays in 
settling tax cases can frustrate all attempts to punish evasion. In India there 
are instances where tax cases continue for decades. Thousands of cases involv- 
ing sizable amounts of revenue remain lock up in disputes. Reform of adminis- 
tration, however well designed, can be of no avail in such an environment. 
Setting up of special tax courts or tribunals and debarring cases involving 
points of fact from going beyond one or two appellate stages can help to speed 
up disposal of tax cases. 
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behavior, very little is known of what induces a citizen to pay his or her taxes 
promptly. Presumptions based on the logic that decisions to evade are deter- 
mined by the penalties likely to be suffered and the probability of detection do 
not seem to be very convincing in the developing countries since the probability 
of detection is usually quite low. The utility maximizing assumption does not 
quite explain taxpayer behavior. Given the low probability of detection, few 
should be paying their taxes.9? Nevertheless, it is important to devise appropri- 
ate enforcement strategies which lend credibility to the sanctions prescribed in 
the statute for default or misdemeanour in complying with laws. This is not an 
easy task. 

In countries with a large and growing population of taxpayers it is simply 
not possible to check the returns filed by every assessee. There is no alternative 
but to proceed on the basis of “self-assessment”, accepting whatever is declared 
by taxpayers on their own subject to random checks. For the threat of sanctions 
to be credible, the principles for selecting cases for audit need to be scientifi- 
cally formulated. Much more thought and research in the area is called for than 
has been devoted to it. It may not be very wise to concentrate only on “large 
cases” even if that appears more paying. Every taxpayer should be under a 
credible threat of getting caught for misdemeanour if self-assessment is to 
work. Also, the task of enforcement has ultimately to be undertaken by the 
staff of the country’s tax department. The dissolution of the special team made 
up of foreigners in Indonesia despite striking success clearly indicates that 
obtaining foreigners to administer taxes cannot be a long-term solution to a 
country’s administrative ills. 

Measures for improving the tax administration and the general environ- 
ment in which it operates take time to show results. Given the administrative 
limitations, it is necessary to pay attention to measures which can facilitate 
enforcement. Tax administration problems in developing countries can be 
facilitated a great deal by: (i) extending the scheme of withholding over a wide 
area; (ii) adopting the presumptive approach in taxing the hard-to-tax groups; 
and (iii) development of an efficient information system. Alternative approaches 
to presumptive taxation have been discussed earlier. 


Withholding. Both in developed as well as in developing countries, the 
single most effective method of tax collection has turned qut to be “withhold- 
ing", ie., to require the tax to be withheld at source and turned over to 
government before it reaches the taxpayers. The most important reason why 
tax on salary income cannot be evaded is the universal practice of tax deduction 
by the employer. In recent years, withholding has been extended increasingly 
to interest, dividend and even rental incomes. 
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among different levels. In the absence of any attempt at harmonization, indi- 
rect tax reform can be a futile exercise while the efficiency costs of the opera- 
tion of overlapping tax jurisdictions can be very high. Unfortunately, there is 
little awareness of the benefits of tax harmonization in the countries of the 
Asian and Pacific region. It is to be hoped that this finds priority in the agenda 
for reform in the near future. 


Administrative Reform 


The shape of a tax system in practice is determined to a great extent by 
the way it is administered. It is sometimes argued that while administration is 
important it is necessary to get the tax structure right first, as nothing is 
achieved by administering bad taxes better. At the same time, no useful tax 
reform can be contemplated if administrative constraints are regarded as 
binding. Thus, administration reform must go hand in hand with structural 
tax reform. 

In a recent study, while stressing the central role of administration in 
successful tax reform in developing countries, attention was drawn to three 
aspects of tax technology: (i) the role of administrative incentives; (ii) costs of 
taxation and other quantitative questions; and (iii) the link between expendi- 
ture and tax administration.9? 

A major source of weakness in the tax administration of developing 
countries to which attention is often drawn by foreign advisors is the lack of 
organizational and individual incentives. Given the level of compliance and 
opportunities for bribery open to the tax administering agents, a system of 
rewards for tax officials, it is sometimes argued, might be a less expensive but 
more efficient way of securing better enforcement. To provide an impetus for 
the drive against smuggling, India introduced a scheme of reward for customs 
officials linked to the quantum of revenue realized in 1985/86. The efficacy of 
monetary rewards and what could be the best way to reward tax officials, 
however, remains to be adequately researched. It is necessary to be cautious in 
giving large financial rewards as it can demoralize officials who do not have the 
same opportunity to reap such rewards and breed a mercenary culture which 
can scarcely be conducive to good tax administration. What is perhaps more 
important is to drive home the message that honesty is honored and also 
rewarded with out-of-turn promotion and higher responsibilities while corrup- 
tion gets punished. 

Given the constraint of resources, it is necessary to explore how the 
resources available to a tax department can be used in a cost efficient way. 
Despite the attention paid of late in tax literature on what determines taxpayer 
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distortions and administrative complexities that they should hardly ever be 
contemplated.5” Very small firms may be excluded. Other small traders and 
producers may be brought under a presumptive assessment system. Primary 
sectors may be left out. Second, all services (barring a few such as health care 
and education) should be included in the base. In regard to construction 
activities and buildings, these can be taxed through a uniform levy on new 
buildings and building materials and repairs and maintenance services. Third, 
differentiation in rates should be avoided. Concessional rate may be charged 
only selectively in respect of essential items. For taxing luxuries, it is better to 
rely on excises rather than higher rate VAT. 

VAT is obviously not as simple to operate as excise (or a first point sales 
tax), but it has several advantages and can operate well in large integrated 
economies with sophisticated production and distribution processes. It is not a 
panacea for the ills of the indirect taxes of developing countries. Several of the 
merits claimed for it are often exaggerated (e.g., it is not a “self-enforcing” tax 
as is often imagined), and administrative capability is a prerequisite for the 
success of VAT as the experience of Argentina and Bolivia shows.9? But the 
success of the Republic of Korea in operating a VAT since 1977 and in quite a 
few Southeast Asian countries shows that it can be a practicable answer to 
many of the ills of the indirect tax system of developing economies. Apart from 
being a good revenue raiser, it can help to minimize the efficiency costs of 
commodity taxation, provided rates are not differentiated to achieve various 
non-tax objectives and gimmicks such as permitting credit for VAT paid are 
avoided. 

An important aspect of indirect taxation in developing countries is the 
heavy reliance on taxes on foreign trade. Export taxes may have a rationale but 
only when there are large rent elements in the income of exporters. High level 
of taxes on imports on the other hand are often a source of inefficiency in the 
industrial structure. Considerations of protection, no doubt, argue for taxes on 
import trade but often the harmful effects of high tariff go unnoticed. As a 
principle, customs duties should not be used for revenue purposes (except when 
itis convenient administratively), and there should be some coordination in the 
taxes on domestic and foreign trade. VAT offers an attractive mechanism for 
such coordination. Imports should as far as possible be subjected to the same 
level of taxation as production barring a reasonable degree of protection. 
Where imports are considered inadvisable, e.g., luxuries, both domestic pro- 
duction as well as imports ought to be taxed at high rates. 

In large countries with a federal set-up such as India any reform in the 
tax system, particularly indirect taxes would call for a good deal of coordination 
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source of high efficiency costs of taxation in many developing countries prior to 
reform was the system of indirect taxation. A typical case is that of Indonesia. 

Prior to reform, the domestic indirect taxes in Indonesia were made up of 
three main elements: a sales tax of the turnover type extending through the 
manufacturing stage; sumptuary excise taxes on tobacco, beer, sugar and 
spirits; and a mix of stamp duties. All these taken together contributed about 
11 per cent of the total tax revenue forming about 2.3 per cent of GDP. The 
harmful effects of a turnover type of sales tax were compounded by multiplicity 
of rates ranging from 1 to 20 per cent. Because of a plethora of complicated 
exemptions, the revenue yield of the tax was small. Reforms succeeded in 
improving the indirect tax system considerably. In 1983 a simple structure 
with a uniform rate of 10 per cent was brought into operation. It is a destina- 
tion-based consumption-type tax relying on the credit method with few exemp- 
tions and zero-rating of domestically consumed commodities except for small 
firms. However, unprocessed food or other staples which do not go through any 
manufacturing process are not taxed. That itself ensures that the poor are 
spared. There is, however, flexibility for the government to vary the rate of tax 
between 5 and 15 per cent. Salient features of VAT introduced in selected 
developing countries are depicted in Table 8. This could serve as a workable 
pattern for other developing countries. 

However, good care should be taken to design a VAT; otherwise, the 
remedy may be worse than the cure. First, VAT should generally extend to the 
retail stage. It has even been suggested that pre-retail VATs cause so many 


Table 8: Main Features of New Value-added Taxes 








Present Level Current Rate Basic Food Processed 





of Coverage Structure (Unprocessed) Food 
Bolivia (1975 and 1986) Retail Single Exempt Taxable 
Colombia (1976) Retail Single Exempt Zero rated 
Indonesia (1982) Wholesale Single Exempt Taxable 
Korea, Rep. of (1977) Retail Single Taxable Taxable 
Malawi (1989) Manufacturers Single Taxable Exempt 
Mexico (1978) Retail Multiple Zero rated Zero rated 
Morocco (1986) Wholesale Multiple Exempt Exempt 
Turkey Retail Multiple Zero rated Taxable 








Source: Wayne R. Thirsk, “Recent Experience with Tax Reform in Developing Countries”, Ricerche 
Economiche (April-September 1990), pp. 321-348. 
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Integration is greatly facilitated by low uniform rates of individual in- 
come taxes. Alternatively, if the tax rates for the top brackets of individual 
income and corporate tax rates are brought into alignment and no concession 
or preference is allowed in the taxation of corporate profits, double taxation can 
be avoided easily by dividend exclusion. Yet another alternative is to impose a 
final withholding tax on dividends at a modest rate. The conflict between 
equity and efficiency, on the one hand, and between equity and simplicity, on 
the other, is not easy to resolve in this area, as elsewhere. 


Indexation 


Experience of several countries shows that indexation for price movement 
is necessary not only to avoid unintended distortions and inequities but also in 
the interest of stability. Absence of indexation of depreciation allowances leads 
to distortion in marginal effective rates of tax on capital income and thus 
misallocation of resources. 

Colombia and Mexico have introduced indexing schemes whereby only 
real interest income is taxed and real interest income is deductible. Adjust- 
ments are also made for inflation in depreciation allowances. In some coun- 
tries, capital gains too are adjusted for inflation (by adjusting the cost basis). 
Although it is not easy to devise a simple formula for indexation (the question 
of which price level to adopt can sometimes be quite troublesome), a rough and 
ready method can perhaps be formulated. For stock valuation, the last-in-first- 
out rule could be one easy answer to distortions caused by inflation. 

It is relevant to note that a major source of disagreement among econo- 
mists over the tax reform proposals in the United States was indexing for the 
measurement of capital income. The Treasury Department had proposed to 
index capital gains, depreciation, interest income and expenses, and cost of 
goods withdrawn from inventories but Congress did not agree. Indexing was 
considered by some as complex and needless.96 No doubt, indexation creates 
complexities and should be given consideration only when the need seems 
pressing. 


Reform of Indirect Taxes 


As the bulk of government revenues in developing countries is derived 
from indirect taxes, tax reform in these countries naturally has paid more 
attention to the restructuring of their taxes on commodities and services than 
to direct taxes. It may not perhaps be an exaggeration to say that the greatest 
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corporate taxation consideration may be giyen to the question of integration. 
Many countries in the world have adopted integration in some form. 

One method of integration is to impute the corporate profits to equity 
holders even when undistributed. But administratively such a system is not 
easy to operate. À simpler method is to exclude dividend paid out of taxed 
profits of companies from the assessment of shareholders. Not many countries 
continue to tax corporate profits twice (see Table 7). However, the classical 
system also has its merits in that it encourages retention of profits in compa- 
nies and thereby promote corporate savings. Besides, an imputation system, 
whatever the modality, is difficult to operate.59 For an idea of the complexities 
one has only to refer to the proposals of the U.S. Treasury preceding the 1986 
reform, viz., that a 50 per cent deduction for dividends might be permitted 
provided they were paid out of Qualified Dividend Account to make sure 
that the distribution did not come out of tax-preference income of the compa- 
nies. Nevertheless, efficiency considerations call at least the partial integration 
of corporate and individual income taxes. 


Table 7: Tax Reform Measures: Integrated Treatment of Dividends 


Dividend Imputation Double 
Exclusion Procedure Taxation 
Bolivia X 
Colombia X 
Indonesia X 
Jamaica X 
Korea, Rep. of X 
Malawi X 
Mexico X 
Morocco X 
Turkey X 
Zimbabwe . X 


Note: X indicates that a particular measure was adopted. 


Source: Wayne R. Thirsk, “Recent Experience with Tax Reform in Developing Countries", Ricerche 
Economiche (April-September 1990), pp. 321-348. 


55. A. Bagchi, "Tax on Dividends—Issues and Non-issues”, International Bureau of Fiscal Documenta- 
tion Bulletin, vol. 44 (May 1990). 


64 Asian Development Review 


points. Lowering of rates, however, has to proceed in step with broadening of 
the base ifthe objectives of both revenue growth and efficiency are to be pursued. 

Ultimately, the level of taxation depends on revenue needs and the 
contribution of the other elements in the tax system to the objectives in view. 
The worldwide trend towards a low tax regime has no doubt been a reaction to 
the sense of unfairness which prevailed among citizens in countries with high 
tax regimes, but partly the move reflected the "fascination effect" of the U.S. 
tax reform and also the apprehension of the brain and capital drain towards 
the United States unless other countries also responded.?! With developed 
countries moving in this direction, the developing countries had little choice 
but to move in step especially if they were to attract foreign capital and 
expertise. It is interesting to note that a Taxation Review Committee set up by 
the Fabian Society in the United Kingdom has bemoaned the loss of progres- 
siveness of the tax system in the United Kingdom in recent years and recom- 
mended a graduated rate structure for personal income tax with a zero rate 
band followed by rates rising from below the existing basic rate to a maximum 
of 50 per cent. The Committee suggests a four-rate (or alternatively a six-rate) 
structure such as 20, 30, 41 and 50 per cent.9? However, a viable regime of even 
a moderately progressive tax structure would require international consensus 
or coordination. Perhaps, agencies such as the International Monetary Fund 
may provide a lead in this direction as suggested by Tanzi.9? 


Reform of Corporate Taxation and Integration 


Separate taxation of corporate profits (the classical system) is a source of 
distortion in decisions of economic agents and so is difficult to defend on 
efficiency grounds. However, corporate taxation has come to form an integral 
part of income tax systems everywhere as otherwise accumulation of profits 
under the corporate cover offers an easy avenue for avoidance especially under 
progressive taxation. At the same time, it is increasingly acknowledged that 
independent taxation of corporate profits can distort the choice of modes of 
financing and the form of business enterprises. 

The classical system is believed to be responsible for an undesirably high 
level of debt and leveraged buy-out funds. A cash-flow corporate income tax is 
suggested as the best remedy for this.94 The cash-flow base would complement 
a consumption base for personal taxation. The suitability of a cash-flow tax 
needs further examination before it can be recommended for developing coun- 
tries. Meanwhile, for removing the biases created by the classical system of 





51. Tanzi, op. cit. 

52. Fabian Society, The Reform of Direct Taxation, Report of the Fabian Society Taxation Review 
Committee (1990). 

53. Tanzi, op. cit. 

54. Feldstein, op. cit. 


Tax Reform in Developing Countries: Agenda for the 1990s 63 


*minimum national salaries" (approximately $80 per month) and the value- 
added taxes paid supported by invoices. *' 

Theory offers little guidance on what could be regarded as the optimal 
degree of progressiveness. The theory of optimal income tax favors a flat rate 
income tax to minimize the efficiency costs of taxation. When distributional 
considerations are brought in a degree of progressiveness is inescapable. The 
rate structure of individual income tax, however, depends on the form and 
shape of the social welfare function and of individual utility functions. On 
efficiency grounds, progressive taxation can be justified only in respect of 
scarcity rents and windfall profits.48 The conflict between equity and efficiency 
appears most sharply in the determination of the degree of progressiveness (if 
there should be progressiveness at all) in the structure of income tax. 

One way of resolving the conflict is to widen the base and lower the 
marginal rates and apply them uniformly across all income categories though 
there was sharp disagreement among economists over the acceptable trade-off 
between equity and efficiency when the 1986 reform proposals were debated in 
the United States.49 While moderation in the degree of progressiveness is 
universally desirable, in the developing country context a few caveats are in 
order. First, a tax cut may lower savings. Second, evasion may not be reduced 
merely with a decline in the rates since compliance with tax laws is influenced 
by many complex factors. Also, given the skewed distribution of land and 
property ownership and also of human capital, progressive taxation has an 
obvious political appeal as it serves to reduce the private windfalls and eco- 
nomic rents from the ownership of such assets.9? However, experience shows 
that sharply progressive taxation is a highly inefficient instrument of redistri- 
bution. It invariably spawns pressures for tax preferences and schemes for 
avoidance and evasion. The cause of equity is better served by a moderate but 
less discriminatory and efficiently enforced tax regime. Such a regime also 
makes for simplicity and reduces the scope for political patronage in the form of 
concessions. A flat rate tax also removes the incentive for income and asset 
splitting and facilitates integration of personal and corporate taxation. Thus, 
the case for moderation in rates on a broad base has several points in its favor, 
even if one may not go so far as to recommend a uniform rate. 

On balance, a few rates (three or four) ranging between 20 and 50 per 
cent with a threshold level which protects the poor would appear to be most 
suitable for personal taxation. Jamaica has gone the farthest in this direction, 
by replacing the rate schedule by a single rate (33.5 per cent) with a broadened 
base that includes capital income and a standard deduction equal to twice the 
GDP per capita and removal of tax credits. This seems to have paid off as the 
ratio of revenue from income taxes has increased by more than two percentage 
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49, Henry J, Aaron, “Symposium on Tax Reform", Journal of Economic Perspectives (Summer 1987). 
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prescribed in the law, savings put into this scheme qualify for deduction from 
taxable income but amounts taken out have to be added to the income of the 
year of withdrawal. However, along with these provisions, tax reliefs for saving 
through provident fund, small savings schemes, life insurance and a few other 
Specified instruments continue. The result is a wide variation in the rates of 
return on financial assets entailing unduly high cost to the exchequer which is 
unnoticed.“ The operation of so many schemes of concession for saving cannot 
but be a source of distortion in the channelization of saving in the economy. It 
would have been simpler if all the schemes were consolidated into one or at the 
most two and the divergence in the effective rates of return brought down. 
Theoreticians acknowledge that a piecemeal approach to the expenditure tax 
principle can be helpful in correcting the bias against saving inherent in 
income taxation. To check possible revenue loss the deduction for net saving in 
specified assets may be subject to some ceiling which may be relaxed in the 
course of time.*® These observations would apply to incentives for investment 
too. Studies of Indian experience show that the use of tax incentives to promote 
objectives such as industrial dispersion and rural development hardly help.46 
Hence, while there is a case for providing incentives for saving and investment, 
the tax system should not be used to support the myriad objectives which 
governments in developing countries often set for themselves. However, there 
is a need for more rigorous research than hitherto to evaluate the costs and 
benefits of alternative incentive schemes in a given country setting before 
schemes of reform can be formulated on the right lines. 


Rationalization of Rates 


As noted earlier, the most striking feature of tax reform in the 1980s in 
both developed and developing countries has been to reduce the rates of income 
and corporate taxes. Among developing countries, Bolivia has gone so far as to 
reduce the maximum marginal rates of income tax from 40 to 10 per cent, 
practically abolishing the income tax for most people. The 10 per cent levy is 
now collected through the “complementary tax" whereby all income (wages, 
salaries, rentals, interest, royalties) paid to persons is subject to a 10 per cent 
withholding tax. The tax is levied on gross income as deductions are allowed for 
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able to abolish incentives completely. Those for saving, investment and exports 
have tended to survive. This is not entirely irrational. 

In principle, it is necessary to exclude savings from the base of income 
tax to neutralize the bias against saving inherent in the taxation of income and 
also because of the critical need for raising saving in developing countries. The 
problem is not so much one of fiscal neutrality regarding intertemporal con- 
sumption decisions as that of expediting growth in a framework which is also 
acceptable on equity grounds.3? Indeed, this provides the rationale for incen- 
tives for saving in taxation or for schemes of compulsory saving as in Malaysia. 

Skepticism about the wisdom of providing various incentives in income 
tax arises not so much from doubts about their need as from evidence against 
their efficacy and cost efficiency. While in developing countries the case for 
governmental action to take care of externalities or promoting saving, invest- 
ment, research and development is generally acknowledged, the suitability of 
income tax incentives to achieve these objectives is questioned on the ground 
that they tend to create diverse and unpredictable distortions in the economy.?? 
The incentives also create opportunities for arbitrage through the transfer 
pricing mechanism.*° Even so, as mentioned, incentives for saving continue in 
most tax systems even after reform. The Republic of Korea and Singapore are 
notable examples.*! Withdrawal of incentives for investment in the United 
States under the 1986 reform has been assailed by some economists (Feldstein) 
on the ground that this might adversely affect saving and investment. While 
research findings on the issue are ambiguous, several studies point to the 
possibility that personal saving is responsive to changes in effective tax rates 
and after-tax rates of returns.*? Investment in plant and equipment also seem 
to be responsive to tax rules.5? The remedy in the case of saving incentives, 
according to Feldstein, is not to move towards a system where all saving is 
excluded from the base—the transitional problems of moving towards a full- 
fledged consumption-based tax are formidable—but to expand the current 
incentives provided for saving such as the deductions for contribution to Indi- 
vidual Retirement Account (IRA). In other words, the incentives need to be 
rationalized and redesigned. 

India introduced a “National Savings Scheme" in 1987 as a half-way 
house towards an expenditure base from personal taxation. Subject to a ceiling 
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Table 6: Tax Reform Measures: Treatment of Capital Income 


Inclusion. Schedular Schedular Capital 
of Withholding Capital Gains Gains on 
Interest Taxes on Interest Tax on Stock Market 


Income? and/or Dividends Real Assets Transactions 





Bolivia X 

Colombia Real basis X X 
Indonesia X X X 

Jamaica X 

Korea, Rep. of X X 

Malawi X 

Mexico Real basis X 

Morocco X X 

Turkey X X 

Zimbabwe X X X 


a Small interest earning deposits are exempted in Indonesia, Jamaica, Malawi and Zimbabwe. 


Note: X indicates that a particular measure was adopted. 


Source: Wayne R. Thirsk, *Recent Experience with Tax Reform in Developing Countries", Ricerche 
Economiche (April-September 1990), pp. 321-348. 


adding to the burden of servicing public debt. Non-taxation of interest income, 
however, offers opportunities for arbitrage, when companies are allowed to 
deduct interest-in the-computation of their taxable income (e.g., back-to-back 
loan and round-tripping). Failure to tax interest income also creates bias in 
favor of debt as against equity in corporate financing. 

In an attempt to neutralize this bias, some countries have introduced 
“thin capitalization rules" or reduced the tax on dividend income. Some, such 
as Turkey, have adopted schedular taxation of interest income, withholding a 
modest tax at source. The ease of capital movements in a fast-integrating world 
poses serious problems in the taxation of interest income in the same way as 
other income. The problem does not admit of a simple answer. Perhaps this is 
an area which calls for international consultation and consensus as does the 
question of devising an appropriate rate structure of income tax. 


Curtailing Concessions and Incentives. A consensus seems to have 
emerged among economists and tax administrators that incentive provisions 
have been the undoing of income tax systems because of the complexities, 
loopholes and distortions they create, and most of them can be done away with 
without any detriment to the economy. Few tax systems have, however, been 
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vehicles, waiver of debts, interest free or low interest loans and reimbursement 
of expenses. Available data show that a significant amount of revenue is 
yielded by the fringe benefits tax (A$1 billion in 1989/90 of which about half 
came from motor vehicle benefit).24 An alternative way of taxing such benefits 
would be to deny deduction for fringe benefits paid in the assessment of 
employers. However, identification of fringe benefits is not simple as expendi- 
ture on many of these can be lumped together under broad heads without 
allocation to any individual employee. Also, as the recent judicial ruling in the 
Glynn case of Hong Kong illustrates, benefits can be provided to employees in a 
circuitous way and bringing them under tax can encounter acute problems.?5 
Nevertheless, the success achieved in Australia (and New Zealand) seems to 
show the way to tackling avoidance or evasion through this route. 

Treatment of capital gains is no less tricky. In the absence of a flat rate 
tax structure, taxation of capital gains like ordinary income invariably gives 
rise to complaints of inequity. Various devices are adopted to alleviate this 
inequity (deduction of a specified fraction of the gain, depending on the nature 
of the asset and the period of holding). Also, several safety nets are provided by 
way of tax-free roll-over. In some countries (United Kingdom), indexation of 
asset prices is allowed to take care of fictitious gains. The problem, however, 
has proved intractable. 

In 1989 a new scheme was proposed for the taxation of capital gains in 
the Republic of Korea, with the aim of countering speculation in housing and 
land and imposing heavy taxes on gain from accelerating real estate prices. 
From 1990 a 50 per cent tax was proposed to be levied on windfall gains from 
public land development. Owners who do not use their land will be liable to pay 
the “extra land profit tax".96 Perhaps a.schedular approach like this with some 
indexation of the cost basis is the only practicable way of bringing capital gains 
under tax, and this seems to be the practice in several countries (see Table 6). 

Taxation of capital income also has proved difficult in many developing 
countries with the result that the burden of the personal income tax falls 
largely on salary earners. In the Republic of Korea, it appears, only one third of 
the economy's capital income comes under taxation as against 75 per cent for 
labor income. À similar situation prevailed in Bolivia prior to reform and in 
Morocco." Factors inhibiting higher taxation of capital income are fear of 
capital flight (to Singapore in the case of Indonesia). Such fear has impelled 
some countries (Colombia and Republic of Korea) to permit floating of bearer 
shares. Attempts to raise the tax incidence on interest income may no doubt 
cause interest rates to move up, thereby eroding the corporate tax base and 
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presumptive tax is levied on gross receipts in lieu of corporate tax on net 
profits. Colombia and a few other countries have been levying a net worth tax 
as a minimum tax on corporate enterprises. 

Taxation of real estate is also better based on a presumptive basis. 
Where property incomes are unreported in large measure and there is no 
practicable way of verifying what is declared, taxation on the basis of “norms” 
is the only way of bringing them effectively under taxation. Proposals for 
property tax reform in Delhi put forward recently by an expert committee 
contain some useful suggestions which if implemented would go a long way to 
cure many of the ills of the property taxation in the city.22 Presumptive 
taxation of assets is also attractive from the efficiency viewpoint as it encour- 
ages their optimal use. 

The presumptive approach can also be used for indirect taxes. One way 
to implement the presumptive principle in the scheme of VAT is to impute tax 
on their potential turnover and allow them to take credit on tax paid on their 
purchases even when they file no return. In India purchasers of inputs from 
small-scale units are allowed a notional credit for tax paid on the inputs at a 
full rate even when such units pay tax at a concessional rate. This practice can 
lead to abuses and artificial splitting of industrial units. Even so, effective 
enforcement of taxes in developing countries could improve considerably if the 
presumptive approach is used more extensively. À variant of presumptive tax 
is a minimum tax on business assets. 

However, presumptive taxation, if it is to find acceptance, requires 
considerable care in preparing the groundwork. The criteria and the para- 
meters need to be set up after a systematic survey of incomes generated in 
different activities and sectors and in association with taxpayers' representa- 
tives (as in Turkey). Otherwise, even a selective application of the presumptive 
principle may run into problems as has happened in India. Care has also to be 
taken to see that presumptive taxation does not create special tax regimes and 
open up opportunities for abuse as occurred in Mexico.?? 


Taxing Fringe Benefits, Capital Gains and Other Capital In- 
comes and Curbing Exemptions and Deductions. Efforts towards broad- 
ening the income tax base under the recent reform initiatives both for personal 
as well as for corporate taxation have focused on more effective taxation of 
fringe benefits, inclusion of capital gains in the tax base, and limiting if not 
eliminating the incentives and deductions. 

In the reform carried out in 1986, Australia introduced a tax on employ- 
ers in respect of fringe benefits provided to employees or their associates at the 
maximum marginal rate of tax payable by individuals (47 per cent from 1 April 
1990). Valuation rules have been laid down for most benefits, including motor 
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While base broadening calls for lowering the exemption limit, considera- 
tions of equity (making allowance for what the Carter Commission called the 
requirements of *non-discretionary" expenditure) and administrative capabil- 
ity to handle a large number of taxpayers, argue for keeping the exemption 
limit at not too low a level. Around three or at the most four times the per 
capita income with personal allowance could perhaps be regarded as reason- 
able. In countries where the level is already high, as in India and Pakistan, 
bringing it down may not be politically feasible. All that can possibly be done is 
not to raise the exemption limit in terms of real income. The resulting increase 
in the number of taxpayers has to be handled with a different approach to 
enforcement (self-assessment coupled with scrutiny or audit of selected cases). 


Extending the Coverage to Agricultural Income and the Unorga- 
nized Sector: The Presumptive Approach. Apart from a relatively high 
threshold, two important factors limiting base broadening in several develop- 
ing countries are the exclusion of favored treatment of agricultural incomes 
and the preponderance of a large unorganized sector. Partly as a legacy of the 
past, in South Asian countries agricultural income does not form part of the 
income tax base. There are, of course, good reasons for the reluctance on the 
part of policymakers to bring agricultural income into the base of income which 
is commonly levied by the central government. Income and costs in agriculture 
are difficult to determine. Hence, traditionally, some form of land tax has been 
the principal instrument of taxing farmers. Over time the land tax has fallen 
into disuse while no substitute has come in its place. In India a committee set 
up by the government in 1972 (Raj Committee) recommended a mildly progres- 
sive agricultural holdings tax to mobilize revenue from the agriculture sector. 
The proposal, however, did not find favor with state governments which under 
the Constitution have the powers to tax agricultural incomes. A scheme of 
partial integration of agricultural incomes with non-agricultural (taxable) in- 
comes to determine the rate of tax on the latter and punish at least indirectly 
any attempt to pass off taxable incomes as agricultural on the recommenda- 
tions of the Committee does not seem to have made any appreciable impact. 

Taxation of both agricultural income and those of the enterprises in the 
unorganized sector or the self-employed calls for some kind of a presumptive 
approach. In several countries of the world, taxation.of the “hard-to-tax groups” 
is now made on a presumptive basis. France has a well-established system of 
presumptive taxation of income. As may be seen from Table 3, quite a few 
developing countries are now applying the presumptive basis for taxation of 
certain groups of taxpayers. In some countries (Mexico), the presumptive 
income is assessed on the basis of gross turnover, in some (Colombia), on the 
basis of wealth holding and in others (Turkey), on consumption indicators 
(ownership of assets such as houses and cars, foreign travel and domestic 
servants). Presumptive taxation has enabled the authorities in Turkey to 
broaden the base and curb tax evasion significantly. In some countries, a 
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Agenda for the 1990s 


Given the problems of transition from a given system towards a neutral or 
less distortionary regime while keeping in view the objective of equity, an 
agenda for tax reform for developing countries may focus on the following 
tasks: broadening the base of both direct and indirect taxes; restructuring their 
rates towards greater uniformity; and enhancing administrative capability. 


Broadening the Tax Base 


Although removal of many of the incentive provisions has engaged the 
attention of tax policymakers in recent years, the base of both direct and 
indirect taxes in developing countries still provides considerable scope for 
broadening. In the case of personal taxes, the coverage remains narrow in 
terms of proportion of population or enterprises coming under the tax net as 
also in comparison with the potential base. In the case of income tax, narrow- 
ness of the coverage stems from the relatively high exemption limit, exclusion 
of agricultural income (Bangladesh, India and Pakistan), and the persistence 
of several of the major incentive provisions and exclusion of certain categories 
of income from the base. Another factor is the problem of bringing under 
taxation income earners in the unorganized sector which is usually large in 
developing countries. 


Exemption Limit. Partly as a measure to spare the poor and also to 
keep the task of administration manageable, the income tax systems in developing 
countries usually provide a fairly high threshold for personal income tax. One 
study shows that, as of 1985, in 28 developing countries personal income tax 
became payable at an income level equal to the per capita gross domestic product 
(GDP) without the personal allowance and at less than twice the per capita 
GDP after taking the. personal allowance into account. In some Asian countries, 
the exemption limit was much higher (6.3 times the per capita GDP in India, 
4.8 times in Pakistan and 4.5 in Indonesia), while in Malaysia the ratio was 
1.6 and in the Republic of Korea 0.7.7? According to another study, the “notional 
exemption limit" (the limit at which a tax rate of 25 per cent becomes applicable) 
was even higher in some countries, e.g., Pakistan and Thailand.2° With the 
threshold level as high as in India the number of income taxpayers has re- 
mained at less than 1 per cent (about 7 million in a population of around 
840 million) as the exemption limit has been raised from time to time beyond 
what was required strictly for indexation.?! 
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oping countries.2° That prescription would be valid only in a competitive 
setting where there are no monopoly rents, where there are perfect capital 
markets and foresight, and a person consumes his or her entire income over life- 
time. Given the imperfections, it is not all that clear that neutrality is optimal 
for social welfare. Even in the United States the wisdom of curtailing incen- 
tives for saving and investment has been questioned while, as mentioned, the 
dynamic economies of Asia (Republic of Korea, Malaysia and Singapore) have 
not thought it fit yet to do away completely with tax incentives. 

The optimal taxation principles were hardly of any relevance in the tax 
reform that took place in the United States in 1986 where the major issues 
were simplification and tackling tax shelters and inflation-induced problems. 
The reason is that its models are imbedded in “stylized versions of the environ- 
ment and tax systems". A critical deficiency of optimal taxation is the failure to 
consider “the technology of collecting taxes".?7 

It cannot be denied, however, that the central message of optimal taxation 
theory, viz., that tax-induced inefficiencies are potentially large and must be 
considered in the design of tax policy, has inspired the recent tax reform 
movement and led to the search for broad-based low rate income taxes. On the 
indirect taxes side, the conclusion that product taxation should be limited to 
final consumer goods is also of considerable significance and relevance for 
policy purposes and provides the theoretical underpinning for VAT. But it has 
also to be acknowledged that the standard model leaves out many important 
details of tax structure which need to be attended to in any practicable program 
of reform. Tax reform must take into account the problems of enforcement, and 
optimal tax theory is of no help in this regard. Many would agree that theory 
must help evolve "optimal tax systems" and not simply "optimal tax struc- 
tures”.28 This is particularly important for developing countries where enforce- 
ment is generally weak and evasion is widespread. 

Formulating a theory of optimal tax systems for developing countries is a 
challenge for researchers for the future. For the present, a reform agenda for 
the 1990s has to provide answers to some of the tricky questions of detail which 
face tax policymakers in devising a structure which pays heed to the central 
message of current theory and also takes due note of the realities of the 
environment and limitations of administrative capability. While time and 
again it is emphasized in writings on tax reform that there can be no univer- 
sally applicable model of reform—each country has to evolve its specific model 
based on rules of thumb in the absence of more precise operational guidance 
from theory—some broad suggestions might be in order. 
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* Public sector pricing should follow the same principles. Prices should 
equal marginal social cost for intermediate goods and may contain an 
element of taxation in the case of final goods. 


* Iftaxes on consumer goods are to minimize the efficiency costs, a uniform 
tax system is in general not optimal. Inefficiency minimizing commodity 
taxes require a set of differential rates derived from the “inverse 
elasticity rule" whereby the tax rate is set as inversely proportional to a 
commodity's own elasticity of demand in response to prices. By this rule, 
goods with inelastic demand (like essentials) will attract higher tax rates 
and conversely. However, distributional considerations—to satisfy a 
given social welfare function or postulated pattern of “inequality aver- 
Sion"—can be accommodated by taxing at higher rates goods figuring 
more in the consumption of the rich. A few rates suitably designed can 
meet to a reasonable extent both for efficiency and equity requirements 
which a uniform rated commodity tax cannot achieve. Uniform taxation 
can be optimal only under very restrictive conditions.2? 


* Totheextentthere areother supporting policies on distribution, the need 
for differentiation in commodity taxes to serve distributionalgoals would 
be less urgent.?4 


* On the direct taxes side, the optimal taxation theory favors a tax on the 
consumption (or wages) base instead of income or ability. If, however, an 
income-based tax is to be retained (which may be necessary to supple- 
ment commodity taxes for distributional reasons), the rates should be 
moderate. 


While the stamp of the ideas summarized above on the tax reform trends 
is unmistakable, questions are being raised about the relevance of optimal tax 
theory for operational purposes especially in the developing country context. 
It is pointed out that the first best model of the optimal tax theory is not 
workable at all, while even the second best also contains many features which 
detract from its applicability in the real world.” 

Several reasons have been suggested why the prescription for taxing only 
consumption rather than income is not acceptable, given the realities of devel- 
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system does to an economy. The shift from the equitable taxation (ET) ap- 
proach with its preference for a comprehensive income tax base and progres- 
sive rates to optimal taxation (OT) has been the contribution of scholars who 
also took pains to indicate the ingredients of a good tax system. One extreme 
reaction to the welfare concerns underlying the ET approach has been towards 
a view that advocates less involvement of the government (the fiscal exchange 
approach). But this view has been influential mainly in cautioning against 
expansion of the public sector rather than its abandonment.”° The search for 
an equitable and at the same time efficient tax system continues and in this the 
proponents of OT have played a significant role. The guiding principles which 
flow from the recent literature on the theory of optimal taxation may be 
summed up as follows: 


* Ideally, lump-sum taxes and transfers (like poll tax, land tax and poll 
subsidy) are to be preferred as they cause the least interference with 
decisions of economic agents and minimize the costs associated with the 
various adjustments that producers and consumers make in response to 
taxes. These taxes are also administratively simple although there are 
information problems even with lump-sum taxes.?l 


* The “first” best tax from the efficiency angle may not be acceptable 
socially and politically. The next best is a combination of income taxes 
and indirect taxes. 


* Jfefficiency costs are to be minimized, indirect taxes should be directed 
at final consumption and taxation of intermediate goods should be 
avoided (so that the cost of such goods to the producers reflects only the 
Social cost of production and does not include any element of taxation). 
Exception can be made only on distributional considerations and in cases 
where final goods are difficult to tax. A retail sales tax on consumption 
goods alone meets these requirements best but often poses administra- 
tive problems. A good alternative is the value-added tax.?? 


* Customs tariffs should be rebated on intermediate goods and linked to 
domestic taxes on final goods. Tariffs can be used for protection pur- 
poses for supporting a domestic industry or discouraging consumption 
only where the case is strong. 


20. W. Hethich and S. Winer, “Blueprints and Pathways: The Shifting Foundations of Tax Reform", 
National Tax Journal (1985). 

21. N. Stern, Symposium on Trends in Tax Reform (New Delhi: National Institute of Public Finance and 
Policy, 1990). 

22. Stern, op. cit.; and E. Ahmad and N. Stern, Taxation for Developing Countries, DP No. 1 (London: 
London School of Economics, Suntory Toyota International Centre for Economies and Related Disci- 
plines, 1986). 
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Table 4: Tax Revenue and Overall Surplus/Deficit as a Percentage of GNP: 
An Inter-Country Comparison 











Tax Revenue as 





Overall Surplus/Deficit 


Percentage of GNP? (Per cent of GNP) 
1981 1988 1981 1988 
Low-Income Economies 
Bangladesh te 7.18 & Ss 
India 10.64 11.27 —6.0 -7.9 
Indonesia 22.73 17.09 -2.2 -8.8 
Malawi 16.08 17.14 —12.0 —8.6^ 
Nepal 6.97 8.33 -2.5 —6.2 
Pakistan 12.53 12.57 5.4 —7.0 
Sri Lanka 15.50 16.36 -12.8 -12.8 
Middle-Income Economies 12.57 3.8^ —8.9^ 
Low Middle-Income Economies 18.92 9.41 —8.6> -8.7^ 
Argentina* 14.35 16.0 —8.5 —4.1 
Bolivia 7.32 11.06 —4.1 -0.1 
Brazil 17.48 15.9 -2.4 -12.2 
Chile* 26.46 23.71 2.7 -0.2 
Colombia A 1.59 és -0.7 
Jamaica s i —16.6 - 
Korea, Rep. of 17.34 14.71 -8.7 1.6 
Malaysia* 24.15 17.62 -15.8 -8.4 
Mexico* 13.16 14.85 —6.9 -10.0 
Morocco 21.52 21.91 -13.6 —4.6 
Philippines 10.37 12.26 -4.0 -2.8 
Thailand 12.93 16.01 -3.5 1.0 
Turkey 18.39 14.59 —1.8 -4.0 
Uruguay 19.32 18.92 -1.5 0.7 
Zimbabwe 23.28 28.26 -1.8 -9.1 
High-Income Economies 23.33 —8.33 
OECD Members 2 23.33 " —3.44 
Singapore 19.82 13.62 -2.7 14.9 
Sweden 32.90 37.19 -9.2 2.2 
United Kingdom 31.80 32.69 —4.7 —0.8 
United States 19.73 18.10 -2.7 -3.2 


.. = not available. 


a Computed. 

b Budgetary data. 

c Upper middle-income economies. 
d Weighted average. 


Source: World Bank, World Development Report (Washington, D.C., 1984 and 1990). 
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aging. The preemptive purchase provision has had a sobering effect on the 
concealment of investment in real estate transactions. But the momentum 
seems to have been lost. Revenue figures for the fiscal year 1990/91 reveal large 
shortfalls from estimates. The shortfall seems to be particularly large in corpo- 
rate tax. On the indirect taxes side, the introduction of MODVAT has given rise 
to apprehensions of large revenue loss. Although one early evaluation of its 
operation does not bear this out, fears of revenue leakage persist.!? Rationali- 
zation of customs has not made much headway and high levels of tariff with 
large spread remain, the major impediment to progress being considerations of 
revenue. 

Presumptive income tax for the self-employed, introduction of VAT to 
replace several other indirect taxes and inflation adjustment have been the 
keynote of tax reform in Turkey. While there has been improvement in both 
equity and efficiency, distortions in the form of incentives remain, and it 
appears that the incidence of both direct and indirect taxes continues to be 
regressive.!? i 

Overall, the reforms seem to have had a wholesome effect on the tax 
systems of many developing countries in terms of simplicity, transparency and 
greater neutrality. Any judgement on the impact on incidence must await 
further studies. The impact on revenue is not so apparent yet, as the tax-GDP 
ratios do not reveal any appreciable change, and the proportion of direct taxes 
in several countries shows a downward trend with the exception of a few, e.g., 
Republic of Korea (see Tables 4 and 5). 

Although the results of reform have been mixed and progress too has been 
halting in several directions, there is growing awareness across the world of 
the importance of getting the country’s tax system right. It is fair to conclude 
that the trend set by the reforms in the 1980s will continue. Since the recent 
wave of reform was spurred not only by the pressing revenue needs of govern- 
ments and the costs of operating a highly progressive tax structure but also 
developments in the theory of taxation, a brief look at what theory predicates 
for a good tax system for a developing economy might not be out of place.1° 


Foundations in Theory 


Unlike in the 1960s, tax theory in recent years has been concerned more 
with the issue of efficiency and overall fairness rather than vertical equity. 
There has been increasing recognition of the harm that an inefficient tax 


17. A.V.L. Narayana, A. Bagchi, and R.C. Gupta, Operation of MODVAT (New Delhi: National Institute 
of Public Finance and Policy and Vikas Publishing House, 1990). 

18. Kenan Bulutoglu and Wayne Thirsk, “Tax Reform in Turkey" (Paper prepared for World Bank 
Conference on Tax Policy in Developing Countries, Washington, D.C., March 1990). 

19. For an excellent exposition on the theory of taxation, see D. Newbery and N. Stern, eds., The Theory 
of Taxation for Developing Countries (New York: Oxford University Press, 1987). 
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have much impact on prices and so the relative position of the poor was not 
affected. The Indonesian experience shows that a major overhaul of the tax 
system and introduction of VAT is possible in a developing country and in a 
relatively short period of time, given careful preparation. However, improve- 
ment in tax administration is a slow and painstaking process. Measures taken 
to improve the administration of income tax (which included an amnesty 
program) resulted in a sharp rise in the number of taxpayers but the numbers 
actually filing returns are far below those registered. The revenue performance 
of income tax has turned out to be disappointing. Enforcement of tax laws 
remains weak.14 

In Colombia significant neutrality in the allocation of investment, 
assetwise and sectorwise, choice of instruments for financing business and of 
business organization seems to have been achieved through reform. However, 
while indexation and other measures served to remove the inequities and 
distortions, the reform of 1988 in Colombia led to the scrapping of net wealth 
tax in 1989 and reduction in the rate of presumptive income taxation. All this is 
likely to weaken the progressiveness of the income tax at the top of the scale.19 

In the Republic of Korea tax reform has been instrumental in promoting 
efficiency in resource allocation and bringing about a strikingly uniform pat- 
tern of marginal effective tax rates across different sectors, even though the 
use of tax incentives to influence sectoral allocation of resources continues. 
Revenue performance seems to have contributed to the realization of consistent 
fiscal surpluses. But the tax system is marked by regressiveness. Enforcement 
remains weak and constitutes a source of public discontent.18 

The key role of tax administration in securing the desired results is 
underlined by the Indian experience. Although in India there has been no 
comprehensive tax reform campaign of the kind mounted in Indonesia, the 
central government took a series of measures to bring about substantial reform 
in the income tax and excise system in 1985/86. Maximum rates of personal 
income and corporate taxes were brought down from about 60 per cent in the 
early 1980s (over 80 per cent in the 1970s) to 50 per cent and the two were 
brought into alignment. Some of the incentive provisions (such as investment 
allowance) were removed or rationalized. Several measures were taken to 
combat evasion (notable among them being the assumption of power by the 
government to preempt the purchase of large immovable properties in metro- 
politan towns). As noted earlier, a modified value-added tax was introduced to 
provide for relief in excise duties paid on inputs and attempts were made to 
rationalize the customs tariff. Initial results of income tax reform were encour- 


14. Mukul Asher, “Reforming the Tax System in Indonesia" (Paper prepared for the World Bank 
Conference on Tax Policy in Developing Countries, Washington, D.C., March 1990). 

15. C.E. MeLure and G.R. Zodrow, "Tax Reform in Colombia, Process and Results" (Paper prepared for 
the World Bank Conference on Tax Policy in Developing Countries, Washington, D.C., March 1990). 

16. Kwang Choi, "Tax Policy and Tax Reforms in Korea" (Paper prepared for the World Bank Conference 
on Tax Policy in Developing Countries, Washington, D.C., March 1990). 
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The most remarkable result of the reforms has been the emergence of 
VAT as a major instrument of taxation. By and large, these are destination- 
based consumption type taxes levied on goods (and at least some services) up to 
the retail stage. Not only has this reform proved practicable in developing 
countries but also, in quite a few instances, has VAT proved to be a more 
efficient revenue raiser than any tried so far. It has also alleviated cascading 
and, contrary to apprehensions, the impact on prices too seems to be moderate. 

The results on the direct taxes side are less impressive. Even after base 
broadening, many elements of capital income still slip through the tax net or 
are only partially brought under taxation. Capital gains continue to be a 
trouble spot. Fear of capital flight deters taxation of interest income except at a 
mild rate. Many of the incentives and concessions have been withdrawn or 
scaled back and the rates reduced, but several of the incentive provisions 
remain in the statute book (e.g., those for saving, investment, technological 
progress and exports) While the attempt:has been to broaden the base by 
including capital income and fringe benefits, there is an increasing trend 
towards "schedular" taxation for administrative and compliance ease. The 
Philippines adopted the schedular system and taxation on the basis of *modi- 
fied gross income".!? As noted, Bolivia has virtually abolished income tax and 
adopted presumptive taxes on corporate and personal assets in its place. 

All this signifies disenchantment with taxation as an instrument of verti- 
cal equity and redistribution and greater concern for revenue growth, efficiency 
and simplification of the tax system to secure some kind of "rough justice", 
rather than trying for fine tuning to achieve "some ideal but administratively 
hopeless objective".!? Despite considerable interest shown in the literature, 
there has been no pronounced move towards replacement of income taxes with 
cash flow tax or expenditure-based direct taxes. The standard pattern that 
seems to be emerging is a mix of indirect taxes with VAT as the centerpiece and 
direct taxes with a broad-based, moderately rated income tax, made up of large 
schedular components. 

A preliminary evaluation of results of Indonesia's tax reform shows that 
the aim of raising non-oil revenues has been largely fulfilled. The revenue gain 
exceeded the ambitious targets of the country's development plan primarily 
because of VAT. The reforms also seem to have achieved greater neutrality. 
Differential tax treatment of domestically produced and imported goods has 
been eliminated by VAT, and the cascading effects of pre-reform sales tax have 
been mitigated. Differential tax treatment of various assets and sectors has 
been removed with the reform of income tax. The tax is now neutral to the type 
of business organization and form of ownership and control. Care was taken to 
shield the poor by raising the basic exemption limit for income tax. VAT did not 


12. A. Yoingco, "Taxation in the Philippines: Foretelling Things to Come", Asian-Pacific Tax and 
Investment Research Centre Bulletin (1991). 
13. Bird, op. cit. 
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Table 3: A. Tax Reform Measures: Personal Income Tax Base Broadening 














Inclusion of Presumptive Limited Increased 
Fringe Benefits" Assessment? Deduction® Withholding 

















Bolivia X X X 
Colombia X X 
Indonesia X X 
Jamaica X X X 
Korea, Rep. of 
Malawi X 
Mexico X X 
Morocco X 
Turkey X X X 
Zimbabwe 
B. Tax Reform Measures: Corporate Base Broadening 
Minimum Taxes Inclusion of Fewer Tax 
on Assets Public Enterprises Incentives 
Bolivia X X X 
Colombia X X 
Indonesia X X 
Jamaica 
Korea, Rep. of 
Malawi X 
Mexico X X 
Morocco X 
Turkey X 
Zimbabwe X 








a Indicates that employer-provided benefits such as housing allowance (e.g., Jamaica), heating 
allowances (e.g., Turkey) and use of a company car (e.g., Malawi) have been incorporated in the 
definition of taxable income. 

b Presumptive assessment of taxable income is based on gross turnover (e.g., Mexico), wealth holdings 
(e.g., Colombia) or consumption indicators (e.g., Turkey). 

c Many countries have swept aside numerous personal deductions and replaced them with a single 
personal allowance. 

d Withholding of tax at source may apply to labor income, all sources of income (e.g., Bolivia), interest 
income (e.g., Turkey) or product sales (e.g., Turkey). 


Note: X indicates that a particular measure was adopted. 


Source: Wayne R. Thirsk, *Recent Experience with Tax Reform in Developing Countries", Ricerche 
Economiche (April-September 1990), pp. 321-348. 
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Table 2: Minimum and Maximum Rates of Individual and Corporate 
Income Tax in Selected Developing Economies 
(As of 1990/91) 


Individual Income Tax Corporation Tax 





45 








Minimum Maximum Minimum Maximum 
Rate Rate Rate Rate 
(Per cent) (Per cent) (Per cent) (Per cent) 

Argentina 6 30 20 (Res) 36 (Non-Res) 

Bangladesh 10 50 40 55 

Brazil 10 25 25 30 plus 5 to 10 per 
cent surcharge 

Chile 5 50 15 15 

Colombia 0.05 30 30 30 

India 20 50* 40 50* 

Indonesia 15 35 15 35 

Jamaica 33.3 33.3 33.3 33.3 

Korea, Rep. of 5 50° 20 34f 

Malawi 3 45 45 45 

Malaysia 4 35 35 35 plus 3 per cent 
development tax 

Mexico 3 35 85 35 

Morocco 14 52 10! 40 

Nepal 10 50 40 40 

Pakistan 5 45* 30 308 

Philippines 1 35 35 35 

Singapore 3.5 33 31 31 

Sri Lanka 10 40 33.3 50 

Thailand 5 55 30 35 

Turkey 25 50 46 46^ 

Zimbabwe 20 60 50 50 (reduced to 45 
for 1991-1992) 

a Taxable income exceeding Rs 75,000 is further liable to a surcharge at 12 per cent income tax. 

b Aresidence-based surcharge is levied at 7.5 per cent of income tax. 

c Surcharge at 10 per cent is payable on total income exceeding Rs 200,000. 

d Applicable to certain transfers of gross income (listed in the tax law) to foreign companies resident 


abroad. 


nmo 


Taxable income exceeding Rs 75,000 is subject to a surcharge of 15 per cent. 
A surcharge of 7.5 per cent is levied on corporate tax. 
In addition, super tax at varying rates is levied; calculated at 7 per cent of corporation tax is payable. 


h In addition, defense fund and other fund premiums at 7 per cent of corporation tax are payable. 


Sources: International Bureau of Fiscal Documentation Bulletin and Asia-Pacific Tax and Investment 
Research Centre Bulletin (various issues). 
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Table 1: Recent Reforms of Corporate Income Tax (CIT) and 
Personal Income Tax (PIT) Rates 


Pre-Reform Pre-Reform Top Current ^ Current Top 
CIT Rate? Bracket PIT CIT Rate Bracket PIT 


Boliviab 30 48 
Colombia 40 49 30 3 
Indonesia 45 50 35 35 
Jamaica 45 57.5 38.5 33.5 
Korea, Rep. of 38 60 80 55 
Malawi 60 50 45 45 
Mexico 42 60 45 40 
Morocco 53 76 45° 50 

. Turkey 50 66 46 50 
Zimbabwe 53 60 50 60 


a Only the highest rate is shown for countries where multiple corporate rates are in operation. 

b Bolivia has replaced personal and corporate income taxes with presumptive taxes on corporate and 
personal assets. 

c As proposed at the time of writing by Wayne R. Thirsk in his article “Recent Experience with Tax 
Reform in Developing Countries". 


Source: Wayne R. Thirsk, "Recent Experience with Tax Reform in Developing Countries", Ricerche 
Economiche (April-September 1990), pp. 321-348. 


lump sum assessed on the basis of (self-declared) gross sales value replacing all 
other taxes payable by such firms.1? 

Another feature of reform has been to provide indexation in both direct 
and indirect taxes. 


Preliminary Results 


Most of the reforms noted above have taken place only recently and it is 
too early to assess the results achieved. However, attempts have been made in 
several studies to appraise the reforms in order to derive lessons for the future. 


10. R.M. Bird, "Tax Administration and Tax Reform: Reflections on Experience" (Paper prepared for the 
World Bank Conference on Tax Policy in Developing Countries, Washington, D.C., March 1990). 

11. Asher, op. cit.; Wayne Thirsk, "Lessons from Tax Reform: An Overview", in Tax Policy in Developing 
Countries, ed. Javad Khalilzadeh-Shirazi and Anwar Shah (Washington, D.C.: World Bank, forthcom- 
ing); and Wayne Thirsk, *Recent Experience with Tax Reform in Developing Countries" (1990). 
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revenue at minimum cost in terms of efficiency loss and without hurting the 
poor. As neatly summed up in a recent survey, the main trends in tax reform 
among the developing countries have been: 


* to rely on VAT as the main revenue raiser supplemented by selective 
excises to achieve progressiveness; 

to lower personal and corporate income tax rates; 

to align the corporate rates with top bracket personal income tax rates; 

to integrate personal and corporate income taxes at least partially; 

to broaden personal and corporate income tax bases; 

to allow more extensive inflation adjustment; and 

to improve administrative capabilities.9 


Since the early 1960s over 40 developing economies have adopted the VAT 
form of sales tax." Among the Asian economies, the Republic of Korea was one 
of the first to introduce VAT. The most recent example of the successful 
introduction of VAT is Indonesia. Others which have introduced VAT are the 
Philippines and Taipei, China.’ VAT is under way also in the People's Republic 
of China, Pakistan and Thailand. Notable exceptions are the two island econo- 
mies, Hong Kong and Singapore, where a retail sales tax is still favored.? India 
introduced a modified value-added tax (MODVAT) in 1986 to its excise struc- 
ture within the framework of its excise duties levied at the federal level. 
Excises are retained in some countries as a supplement in order to tax luxuries 
and impart a degree of progressiveness to the tax system. 

As in developed countries, the developing economies also have been trying 
to move towards a broad-based, low-rate regime of personal and corporate 
income taxes (see Table 1). Many have tried to align the corporate rates to the 
top bracket personal rate, facilitating integration of the two. Table 2 shows the 
minimum and maximum rates of personal and corporate income tax in selected 
developing countries prevailing in 1990/91. 

Rate reduction has proceeded with, among other things, broadening of the 
income tax base by weeding out incentives, pruning the deductions and exemp- 
tions, tighter taxation of fringe benefits, recourse to presumptive taxation and 
minimum tax on assets (see Table 3). 

In Bolivia income taxes were virtually eliminated and a “trio” of new taxes 
took their place: viz., (i) a progressive tax at rates between 1.5 to 5 or 3 per cent 
on vehicles and urban real property; (ii) a 2 per cent tax on net worth of 
enterprises; and (iii) a simplified tax ori very small enterprises to be paid as a 


6. Thirsk, op. cit., and Wayne Thirsk, "Recent Experience with Tax Reform in Developing Countries", 
Ricerche Economiche (April-September 1990). 

7. Malcolm Gillis et al., eds., Value Added Taxation in Developing Countries (Washington, D.C.: World 
Bank, 1990). 

8. References to Taipei, China are to the island of Taiwan. 

9. Asher, op. cit. 
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Developed Countries 


In developed countries, particularly the United States, the main thrust of 
tax reform was to move towards a tax regime with moderate rates of individual 
income tax, particularly in the top brackets, but with a wider base. The focus on 
reform of income tax was perhaps natural as income tax is a much more 
significant source of revenue in these countries than in the countries of the 
Third World. The lead in rate cutting was given by the United States with a 
reduction of 22 percentage points in the top U.S. federal tax rate (from 50 per 
cent to 28 per cent). The number of tax brackets was slashed from 15 to 2. 
Other industrial countries also followed the same trail though they did not go 
as far as the United States. In Australia and Japan the reduction was by 13 
and 20 percentage points, respectively, while in others the cut ranged between 
2 to 18 points.® 

Reduction in maximum individual income tax rate was accompanied by 
cuts in corporate tax rates and withdrawal of incentives for investment. The 
United Kingdom showed the way in 1984 by eliminating the first year 100 per 
cent deduction for plant and equipment and reduction in the rate from 50 to 35 
per cent. In 1986 the United States reduced the federal corporate rate from 50 
to 34 per cent, contracted depreciation allowances, repealed the investment tax 
credit and imposed severe limitations on many other deductions and exclu- 
sions. A similar move took place in Canada in 1988. The other highlights of tax 
reform in developed countries are: taxation of non-cash fringe benefits (Aus- 
tralia), elimination of preferential treatment of capital gains (United States), 
restriction on deductibility of entertainment expenses (Australia, Canada, 
Denmark and the United Kingdom) and interest payments (Denmark, Sweden 
and United States), and integration of personal and corporate taxes. In Euro- 
pean Economic Community (EEC) countries, a notable trend has been the 
move towards harmonization of the important taxes starting with the value- 
added tax (VAT). 


Developing Countries 


In contrast to the emphasis in developed countries, the thrust of reform in 
developing countries has been towards overhauling the structure of indirect 
taxes, reflecting concern over the heavy reliance on and detrimental effects of a 
haphazardly levied mix of turnover-type sales taxes, excise tax and unduly 
high customs tariff. Reform of indirect taxes was also considered urgent for 
revenue reasons as the scope for direct taxation remained limited, while reli- 
ance on inflation tax was proving counterproductive. Attention was paid also to 
the reform of taxes on income and profits. The primary aim was to secure more 





5. Tanzi, op. cit. 
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The motivation for reform in the developing countries too came largely 
from the quest for fairness, efficiency and simplicity. The tax systems of many 
of these countries which had taken shape in the 1950s and 1960s, though 
highly progressive on paper, were seen as iniquitous in operation and a source 
of inefficiency in resource use. Heavy reliance on indirect taxes of various kinds 
coupled with rate differentiation, on the one hand, and steeply progressive 
direct taxes with exemptions and preferences, on the other, made the tax 
system in many developing countries extremely complex and harmful to the 
growth of the economy. What lent urgency to the search for better tax systems 
was the spectre of widening budget deficits and the need to raise revenue from 
domestic sources to meet them.? 

Impetus for tax reform in the developing countries came also from a 
change in perception concerning the role of government in general and tax 
policy, particularly with the increasing demand for a greater role of the private 
sector, and the resurgence of faith in conservative economic policies (“supplyside 
economics"). In the East Asian countries the reforms were thought necessary 
partly in response to the sweeping tax changes that took place in the 1980s in 
the United States and other developed countries.* 

Tax reform, however, can never be a one-shot affair. All countries have to 
mend or even overhaul their tax systems from time to time taking stock of the 
emerging needs and in the light of experience gained and findings of research. 
Moreover, many of the problems of the 1980s which spurred the search for 
better tax systems—growing gap between révenue and expenditure of govern- 
ments, the damage caused to the economy by an inefficient tax system and 
widespread evasion, clouding the equity of the system—persist. The issues of 
how the developing countries would address these problems and what their 
agenda for tax reform should be in the coming years, therefore, call for careful 
consideration. This article seeks to highlight the problems and issues after 
examining the reforms during the 1980s and focuses on areas for action and 
possible alternatives. It first provides a brief appraisal of the content and 
direction of reforms during the 1980s. It then reviews the theoretical founda- 
tions and finally puts forward suggestions for an agenda for the 1990s. 


Content and Direction of Reform 


The tax reform programs of the countries where reform has been carried 
out or is under implementation exhibit several common elements. There are, 
however, significant differences in the thrust of the reforms and their approach 
to specific issues. 


3. Wayne Thirsk, "Lessons from Tax Reform: An Overview", in Tax Policy in Developing Countries, ed. 
Javad Khalilzadeh-Shirazi and Anwar Shah (Washington, D.C.: World Bank, forthcoming). 
4. Mukul Asher, "Tax Reforms in East Asian Developing Countries: Motivations, Directions and Implica- 
tions (1988, Mimeographed). 


Tax Reform in Developing 


Countries: Agenda for the 1990s 
Amaresh Bagchi* 


n recent years tax reform has featured prominently in the agenda of 

governments in both developing and developed countries. During the 

1980s Bolivia, Colombia, Kenya, Republic of Korea, Indonesia, Malawi, 

Mexico, Morocco, Turkey and Zimbabwe all carried out at least one major 
reform in their tax system. Several countries have either already embarked on 
or are contemplating extensive reform. Among the developed countries, the 
most sweeping reform took place in the United States in 1986. Other developed 
countries which have attempted (or were planning) to overhaul their tax 
system during the 1980s included Australia, Canada, New Zealand, Denmark, 
France, Japan, Netherlands, Sweden and United Kingdom.! Indeed, “very 
rarely rus the world seen so much interest in tax reform as in the past couple of 
years". 

In the United States and other industrial countries, the urge for tax 
reform came principally from the widely shared perception that the tax system 
was unfair, unduly complex and detrimental to economic efficiency. À formally 
progressive structure of income tax riddled with a plethora of concessions and 
preferences which only the rich and resourceful could exploit gave rise to a 
widespread feeling of unfairness. Empirical studies lent support to this feeling. 
Researchers also drew attention to the harmful effects of a regime of high tax 
rates operating in combination with preferences and concessions which tended 
to create wide divergences in the effective incidence across activities, invest- 
ments and forms of businesses, interfering with the choices of economic agents. 
It was felt that making the tax system neutral—'levelling the play field" —was 
needed for reducing the excess burden of taxation and promoting welfare. A 
move towards a fairer and more neutral tax regime would also make for 
simplicity and transparency. 


* Director, National Institute of Public Finance and Policy, New Delhi, India. 

1. J.A. Pechman, World Tax Reform: A Report (Washington, D.C.:, Brookings Institution, 1988). 

2. Vito Tanzi, "Tax Reform in Industrial Countries and the Impact of the US Tax Reform Act of 1986", 
International Bureau of Fiscal Documentation Bulletin, vol. 42 (February 1988). 
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Equation 3 estimates two sets of coefficients, the first set for the complete 
sample and the second set for the East and Southeast Asian developing econo- 
mies—Indonesia; Republic of Korea; Malaysia; Philippines; Taipei, China; and 
Thailand. Equation 3 shows that these economies adopted entirely different 
monetary policy stances from India, Pakistan and Sri Lanka. The x? test 
indicates that implementation of monetary policy in this group of East and 
Southeast Asian developing economies is significantly different from monetary 
policy implementation in India, Pakistan and Sri Lanka. Of most importance is 
the finding that, over a two-year period, the East and Southeast Asian develop- 
ing economies sterilized 66 per cent of the increase in net foreign assets (—0.66 
plus 0.11 plus —0.11), compared with zero in India, Pakistan and Sri Lanka. 

The non-sterilization in India, Pakistan and Sri Lanka may well be due to 
the fact that some countries in this group actually increased domestic credit 
when net foreign assets rose. Porzecanski finds in Mexico and Venezuela that 
higher net foreign assets led to more rapid domestic credit expansion;? I detect 
the same phenomenon in Turkey.9 | 

India, Pakistan and Sri Lanka accommodated increased foreign debt 
service (or capital flight), domestically generated inflationary pressures, 79 per 
cent of the government's credit requirements, and the increase in oil prices. 
They did, however, reduce domestic credit expansion when net foreign indebt- 
edness rose. Porzecanski also finds that Argentina and Chile accommodated 
domestically generated inflation either to supplement government revenue 
through monetary expansion or to maintain a certain level of real liquidity in 
the economy." 

In contrast, the East and Southeast Asian developing economies squeezed 
credit more than India, Pakistan and Sri Lanka when net foreign indebtedness 
rose, sterilized two thirds of any increase in the banking system's net foreign 
assets, and reduced rather than increased credit when domestic inflation 
exceeded U.S. inflation and when oil price inflation accelerated. Finally, the 
East and Southeast Asian developing economies neutralized 65 per cent of any 
increase in the government's credit requirements (compared with 21 per cent 
in India, Pakistan and Sri Lanka) on the money supply. 








5. Arturo Porzecanski, "Patterns of Monetary Policy in Latin America", Journal of Money, Credit and 
Banking, vol. 11, no. 4 (November 1979), pp. 434—435. 

6. Maxwell J. Fry, Money, Interest, and Banking in Economic Development (Baltimore: The Johns 
Hopkins University Press, 1988), pp. 188—203. ' 

7. Porzecanski, op. cit., pp. 434—435. 
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Table: Estimated Domestic Credit (DDCY) Equations 

















Variable Equation.2 

FLY, , —0.1259 
(-8.5443) 

DETY, , 0.0115 
p (0.6603) 

DNFAY —0.2571 
(—5.6530) 

DNFAY, , 0.0530 
(1.2336) 

INFGAP 0.0528 
(3.9102) 

INFGAP, , —0.0380 
(-5.0121) 

DOILPL 0.0061 
(2.5795) 

DOILPL, 4 0.0040 
(1.6152) 

REXL, i —0.0712 
(-19.2889) 

DNDCGY 0.6365 
(20.0702) 

DNDCGY, , 0.0968 
(3.2596) 


Equation 3 


—0.1184 
(—7.9406) 
0.0774 
(4.9144) 
0.1065 
(2.0454) 
—0.1102 
(-3.2216) 
0.0773 
(6.6299) 
0.0005 
(0.0954) 
0.0049 
(2.8852) 
0.0039 
(2.1250) 
—0.045'7 
(-14.7832) 
0.7859 
(25.2189) 
0.0173 
(0.0601) 


Shift Parameters for East and Southeast Asian Developing Economies 


FLY, , 
— 
DNFAY 
INFGAP 
DOILPL, , 
DNDCGY 
DNDCGY, , 


R? 0.3800 
X? against equation 2 


t statistics in parentheses. 
a Significant at 99 per cent confidence level. 


—0.0034 
(2.4954) 
—0.6628 
(-8.4499) 
—0.1491 
(-6.8631) 
—0.0076 
(-0.6185) 
—0.4395 
(-5.3931) 

0.1123 
(1.6146) 
0.4955 
1692 
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increase in these net foreign assets. Second, domestic credit is increased signifi- 
cantly when the gap between domestic and U.S. inflation rises. Again, however, 
part of this increase is reversed in the next year. Third, the monetary authori- 
ties of these developing economies also expand domestic credit to accommodate 
accelerations in oil price inflation. Part of this credit expansion occurs in the 
year after the higher oil price inflation. Fourth, domestic credit is expanded 
after a depreciation in the real exchange rate. Finally, when credit demands of 
the government increase, the monetary authorities reduce credit to the private 
sector by 36 per cent of the increased public sector borrowing requirements. 
Again, 10 per cent of this reduction is reinstated in the following year. These 
reaction coefficients suggest that the monetary authorities in this sample of 
developing economies generally pursue accommodative monetary policies. 

The monetary authorities’ reaction to foreign debt buildup is paradoxical. 
When the cumulative current account deficit or total net foreign liabilities as a 
proportion of GNP FLY rises, the monetary authorities reduce domestic credit 
expansion. The reaction of the monetary authorities to a buildup of government 
and government-guaranteed foreign debt is quite different. Instead of reining 
in domestic credit expansion, the monetary authorities expand domestic credit. 

Had the public sector's borrowing requirement not been included in these 
estimates, an increase in government and government-guaranteed foreign debt 
could have caused an increase in domestic credit through its effect in increas- 
ing public sector borrowing for debt service. However, the inclusion of DNDCGY 
controls for this effect. When DNDCGY and DNDCGY, , are omitted, the 
coefficient of DETY is more than doubled.? Tt seems, therefore; that the mon- 
etary authorities expand domestic credit when DETY increases to accommo- 
date the private sector's increased burden of servicing its government-guaran- 
teed debt or to facilitate capital flight. 

The results presented here contrast with those of Connolly and Taylor, 
who find no evidence that developing countries pursue any systematic mon- 
etary policies.? They also contrast with estimates of substantial or complete 
sterilization in industrial countries (except for Switzerland).* 


2. When DNDCGY and DNDCGY, , are dropped, the coefficient of REXL,_, becomes slightly smaller in 
absolute magnitude. 

3. Michael B. Connolly and Dean Taylor, “Exchange Rate Changes and Neutralization: A Test of the 
Monetary Approach Applied to Developed and Developing Countries", Economica, vol. 46, no. 183 
(August 1979), p. 287. 

4. Jacques R. Artus, "Exchange Rate Stability and Managed Floating: The Experience of the Federal 
Republic of Germany", Staff Papers, vol. 23, no. 2 (Washington, D.C.: International Monetary Fund, July 
1976), p. 326; Michael R. Darby, “Sterilization and Monetary Control: Concepts, Issues, and a Reduced- 
Form Test", in The International Transmission of Inflation, Michael R. Darby, James R. Lothian et al. 
(Chicago: University of Chicago Press for the National Bureau of Economic Research, 1983), pp. 307—308; 
Leroy O. Laney and Thomas D. Willett, “The International Liquidity Explosion and Worldwide Inflation: 
The Evidence from Sterilization of Coefficient Estimates", Journal of International Money and Finance, 
vol. 1, no. 2 (August 1982), pp. 144—147; and Maurice Obstfeld, "Exchange Rates, Inflation, and the 
Sterilization Problem: Germany, 1975-1981", European Economic Review, vol. 21, nos. 1-2 (March-April 
1983), pp. 161-189. 
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In general, devaluations are effective in improving the current account 
only when accompanied by monetary policy designed to reduce absorption. 
Hence, an effective devaluation necessitates a restrictive credit policy. On the 
other hand, however, a devaluation increases the domestic currency cost of 
servicing foreign debt. Hence, devaluations tend to increase the demand for 
credit, particularly by the public sector. A depreciation in the real exchange 
rate raises debt service costs in relation to other domestic currency expenditures 
and income. Hence, I include the lagged real exchange rate expressed in natural 
logarithms REXL, ,. The real exchange index is defined as (domestic GNP 
deflator/U.S. wholesale price index)/domestic currency per U.S. dollar. A rise 
in this index signifies an appreciation, while a fall in value is a depreciation. 
Hence, the variable REXL, , would have a positive coefficient in the monetary 
policy reaction function were a restrictive monetary stance pursued after a 
devaluation. A negative coefficient of REXL, , would suggest that the monetary 
authorities accommodated price increases caused specifically by the devaluation. 

Finally, the monetary authorities might squeeze domestic credit to the 
private sector when the credit requirements of the government, as measured 
by the change in net domestic credit to the government scaled by GNP 
DNDCGY, increase. A complete neutralization of the public sector’s credit 
requirements would imply a coefficient of zero for DNDCGY. A partial offset 
would produce a coefficient greater than zero but less than 1. 

This monetary policy reaction function is specified for estimation in the 


form: 
— — P —70 
DDCY = bzg + b, FLY, , + bjDETY, , + b33, DNFAY 


? - ? ? 
+ b4,DNFAY, , + b3 INGAP  b4,INFGAP, , + b,,DOILPL 
? ? ? 
+ b DOILPL, , + bggREXL,_, + byDNDCGY + b4,DNDCGY,,. (1) 


The hat denotes an endogenous variable. 

I estimate equation 1 as a system of nine equations by iterative three- 
stage least squares with cross-equation restrictions on all coefficients, except 
the intercept, using 231 observations. The instruments used for DNFAY are 
DOILPL, DOILPL, ,, FLY, ,, DETY, ,, DDCY, ,, REXL, ,, DNFAY, ,, INFGAP, 
INFGAP, ,, DNDCGY, DNDCGY, ,, lagged terms of trade in natural loga- 
rithms, the lagged current account ratio, the world real interest rate, and world 
economic growth. 

The table reports two estimates of the monetary policy reaction function. 
Equation 2 indicates that monetary authorities in the selected developing 
economies do appear to react systematically to changes in several economic 
variables. First, they sterilize partially the effects on the money supply of an 
increase in the banking system's net foreign assets; domestic credit is reduced 
by 26 per cent of the increase in these net foreign assets. However, the next 
year domestic credit is expanded again by about 5 per cent of the previous 
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Appendix 


Monetary Policy Reaction Functions in Selected Developing 
Economies in the Asian and Pacific Region 


Financial stability is a key prerequisite for foreign capital inflows. Hence, 
it is important to examine differences in the way monetary policy is conducted 
in the developing economies in the Asian and Pacific region. Here I specify and 
estimate a monetary policy reaction function to discover how the monetary 
authorities in India; Indonesia; Republic of Korea; Malaysia; Pakistan; Philip- 
pines; Sri Lanka; Taipei, China; and Thailand conducted monetary policy over 
the period 1960—1988. The observation period is 1960—1988, but a full data set 
for some countries starts only in the mid-1960s.! The dependent variable in 
this monetary policy reaction function is the change in domestic credit scaled 
by gross national product (GNP) DDCY. 

The monetary authorities in the selected developing economies might 
react to several economic variables. For example, they might tighten monetary 
policy when foreign indebtedness is high. One measure of a developing coun- 
try's foreign indebtedness is its government plus government-guaranteed for- 
eign debt. This foreign debt variable DETY. is defined as the end-of-year stock 
of government plus government-guaranteed foreign debt divided by GNP. 
Hence, the lagged value of DETY is the relevant explanatory variable. Àn 
alternative measure of a country's net foreign indebtedness can be estimated by 
cumulating the balance-of-payments definition of the current account deficit, 
which subtracts unrequited transfers from the deficit, in dollars. The dollar 
Stock of foreign liabilities can then be converted into domestic currency and 
scaled by GNP. The variable representing these foreign liabilities FLY is 
defined as the end-of-the-year stock of the country's net cumulated foreign 
liabilities converted into domestic currency and divided by GNP. Again, the 
lagged value of FLY is the relevant explanatory variable. 

The monetary policy reaction function includes the change in net foreign 
assets of the banking system scaled by GNP DNFAY to detect any systematic 
sterilization of the effects of such asset acquisition on the money supply. The 
monetary authorities might also squeeze domestic credit in response to a 
widening gap between domestic inflation and inflation in the United States 
INFGAP or to an increase in oil price deflation DOILPL. Alternatively, the 
monetary authorities might accommodate higher oil prices by increasing do- 
mestic credit. 


1. Data are from World Bank, World Tables 1988-89 (Washington, D.C.: World Bank, March 1989); 
World Bank, World Tables 1989-90: Socio-economic Time-series and Retrieval System, Version 1.0 
(Washington, D.C.: World Bank, March 1990); International Monetary Fund, International Financial 
Statistics, Computer Tape (Washington, D.C.: International Monetary Fund); and national sources for 
Taipei, China. 
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equilibrium free-market rate is essential. A crucial condition for financial 
Stability is fiscal discipline; government deficits must be kept under control. 
Furthermore, governments should avoid appropriating more than 25 per cent 
of total domestic credit. 

The demand for foreign capital with which to finance efficient investment 
projects may be stimulated by measures that raise the expected net real yield 
to investment. Eliminating debt overhang and removing barriers to the effi- 
cient allocation of resources through the financial system are the two main 
prerequisites for this. At a minimum, this involves maintaining institutional 
interest rates close to rates that would be set through covered interest arbitrage. 
Such a policy has the additional benefit of removing one incentive for capital 
flight. 

If capital inflows are not used efficiently to finance investment, debt 
burdens can become destabilizing. At such point, capital inflows dry up and 
structural adjustments are inevitable. Clearly, capital inflows should not be 
encouraged if they are likely to increase a country's debt problems in the 
future. For such an outcome to be avoided, structural adjustment cannot 
merely be promised or implemented halfheartedly with the sole aim of main- 
taining foreign capital inflows. Structural adjustments and policy reforms 
designed to liberalize foreign trade and payments systems, to improve fiscal 
discipline, to reduce inflation and, above all, to increase investment efficiency 
and the rate of growth in total factor productivity must be undertaken with a 
strong commitment to long-run gains rather than as a short-run palliative to 
foreign lenders. 
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tions. These results are consistent with the hypotheses that government defi- 
cits raise inflation and lower rates of economic growth. 

Even combined with the results on the implementation of monetary 
policy, the findings presented here can hardly be used to infer that policy 
rather than behavioral differences explain the superior economic performance 
of the East and Southeast Asian developing economies. However, econometric 
analysis of the rate of economic growth reported elsewhere indicates that 
accommodative, discretionary monetary and fiscal policies have negative ef- 
fects on economic growth in the long run.*/ Monetary accommodation of 
exogenous shocks adds uncertainty to the economic environment by increasing 
the variance of money growth shocks. In the same vein, Harberger suggests 
that erratic exchange rate policies in Latin America have reduced export 
supply elasticities in that part of the world.*8 

The conclusions reached by Fry and Lilien combined with results reported 
here are certainly consistent with the hypothesis that greater monetary disci- 
pline in the East and Southeast Asian economies has been one of the factors 
contributing to the substantially higher rates of economic growth in this part of 
the world.*? Nevertheless, the job of linking the distinctly different monetary 
policy stances in the East and Southeast Asian developing economies with 
work that suggests that these policy differences may explain the distinctly 
better economic performance in these economies still remains. 


Conclusion 


One litmus test of successful structural adjustment and policy reform to 
sustain capital inflows is the subsequent behavior of foreign direct investment. 
It is vitally important to recognize the particular drawbacks of absorbing 
capital inflows in the form of government and government-guaranteed foreign 
bank loans. The concomitant buildup of debt in this form can be destabilizing. 
However, only borrowing in the form of variable-rate loans with government 
guarantees seems to have detectable negative effects on economic perfor- 
mance.9? Naturally, foreign direct investment avoids any form of debt buildup. 

Financial stability and trade liberalization constitute the key elements of 
a successful structural adjustment program aimed at increasing the supply of 
foreign capital inflows. A realistic exchange rate that deviates little from the 


47. Maxwell J. Fry and David M. Lilien, "Monetary Policy Responses to Exogenous Shocks", American 
Economic Review, vol. 76, no. 2 (May 1986), pp. 79-83. 

48. Harberger, op. cit. 

49. Fry and Lilien, op. cit. 

50. Maxwell J. Fry, "Foreign Debt Instability: An Analysis of National Saving and Domestic Investment 
Responses to Foreign Debt Accumulation in 28 Developing Countries", Journal of International Money 
and Finance, vol. 8, no. 3 (September 1989), pp. 315-344; and Pradumna B. Rana and J. Malcolm 
Dowling, Jr., “The Impact of Foreign Capital on Growth: Evidence from Asian Developing Countries", 
The Developing Economies, vol. 26, no. 1 (March 1988), pp. 3-11. 
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Table 1: Sample Means for Some Key Macroeconomic Variables in Eight 
Developing Economies in the Asian and Pacific Region, 1980-1988 











East and Standard 
South Asia Southeast Asia Error of 
Variable Mean Mean Difference Difference 
INF 0.083 0.044 —0.0392 0.0116 
DCGR 0.464 0.080 —0.3844 0.0228 
YGN 0.031 0.047 0.0154 0.0069 








a Significant at 99 per cent confidence level. 


Note: INF = rate of change in GNP deflator (continuously compounded); DCGR = net domestic credit to 
government/domestic credit (current prices); and YGN - rate of growth in GNP per capita 
(constant prices, continuously compounded). 


Table 2: Bivariate Relationships between Growth, Inflation and 
Government Surpluses in 14 Developing Economies in the 
Asian and Pacific Region, 1985-1990 





Dependent Variable 
YG INF 
Independent Annual Country Annual Country 
Variable Observations Means Observations Means 
INF —0.163 —0.2779 
(—2.050) (—1.893) 
GOVBAL 0.319 0.276 
(4.478) (2.946) 
GOVBAL —0.242 —0.404 
(-2.310) (—2.285) 








t statistics in parentheses. 


Note: YG « rate of growth in GNP (constant prices, continuously compounded); INF = rate of change in 
GNP deflator (continuously compounded); and GOVBAL = central government overall budget 
balance divided by GNP (current prices). 


Mobilizing External Resources in Developing Asia 31 


foreign assets compared with zero sterilization in India, Pakistan and Sri 
Lanka. 

India, Pakistan and Sri Lanka accommodated increased foreign debt 
service (or capital flight), domestically generated inflationary pressures, the 
government's credit requirements, and the increase in oil prices. In contrast, 
the East and Southeast Asian developing economies squeezed credit more than 
India, Pakistan and Sri Lanka when net foreign indebtedness rose, sterilized 
two thirds of any increase in the banking system's net foreign assets, and 
reduced rather than increased credit when domestic inflation exceeded U.S. 
inflation and when oil price inflation accelerated. Finally, the East and South- 
east Asian developing economies neutralized two thirds of any increase in the 
government's credit requirements (compared with only 20 per cent in India, 
Pakistan and Sri Lanka) on the money supply. 

These results support Harberger's finding that ^when East Asian coun- 
tries deviate from average behavior, they deviate on the side of prudence ... 
[their] economic policy was indeed quite different..."49 The estimates reported 
here suggest strongly that financial stability in the East and Southeast Asian 
developing economies was achieved, in large part, because of the way in which 
they conducted monetary policy. 

That monetary policies pursued by the East and Southeast Asian develop- 
ing economies have been much less accommodative and hence less inflationary 
than policies followed by India, Pakistan and Sri Lanka is given further 
support by the tests of different sample means in Table 1. The means of 
inflation and the proportion of domestic credit expropriated by the government 
(reflecting fiscal discipline) are significantly lower in Indonesia; Republic of 
Korea; Malaysia; Taipei, China; and Thailand than they are in India, Pakistan 
and Sri Lanka. In contrast, the rate of growth in per capita income is signifi- 
cantly higher in these East and Southeast Asian developing economies. 

Finally, simple relationships between rates of economic growth, inflation 
and ratios of overall central government budget ratios are examined for Bang- 
ladesh; People's Republic of China; Hong Kong; India; Indonesia; Republic of 
Korea; Malaysia; Nepal; Pakistan; Philippines; Singapore; Sri Lanka; Taipei, 
China; and Thailand for the period 1985—1990.46 Table 2 presents bivariate 
regression estimates that yield a significantly negative relationship between 
growth and inflation and a significantly positive relationship between growth 
and budget balances. There is also a significantly negative relationship be- 
tween inflation and budget balances. The same relationships occur when the 
country means of the same variables are used instead of the annual observa- 





45. Arnold C. Harberger, "Growth, Industrialization and Economic Structure: Latin America and East 
Asia Compared", in Achieving Industrialization in East Asia, ed. Helen Hughes (Cambridge: Cambridge 
University Press, 1988), p. 177. 
46. Asian Development Bank, Asian Development Outlook 1991 (Manila: Asian Development Bank, 
1991), Tables A1, A9, and A29. 
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Indeed, the effect of financial liberalization on the quality of investment 
appears to be far stronger than any effect on the quantity of investment. As 
the World Bank points out: “Historically, the quality of investment has been at 
least as important for growth as the quantity. Although the fastest-growing 
countries had higher rates of investment than the others, empirical studies 
generally find that less than half the growth in output is attributable to 
increases in labor and capital. Higher productivity explains the rest... Faster 
growth, more investment, and greater financial depth all come partly from 
higher saving. In its own right, however, greater financial depth also contrib- 
utes to growth by improving the productivity of investment".*! Dooley shows 
that higher domestic real interest rates also deter capital flight.42 Not too 
surprisingly, he finds that capital flight responds to differentials in expected 
yields to domestic and foreign assets facing residents of the country in 
question. 

If financial intermediaries allocate investible funds more efficiently than 
other allocative mechanisms, then greater financial depth caused by higher 
real deposit rates of interest itself improves the quality of investment. The 
effect of financial liberalization on the rate of economic growth in the medium 
run can be calculated indirectly from the estimated effects of real deposit rates 
on saving ratios and on investment efficiency. It can also be estimated directly 
from reduced-form equations of the growth rate. Estimates for a sample of 14 
developing countries in the Asian and Pacific region show positive and signifi- 
cant relationships between the incremental output/capital ratio and the real 
deposit rate of interest and also between the rate of economic growth and the 
real deposit rate of interest.* Polak reports econometric estimates for a sample 
of 40 developing countries over the period 1965—1985 in which an increase in 
the real interest rate of 10 percentage points raises the rate of economic growth 
by between 2 and 3 percentage points. He concludes that a reduction in the real 
interest rate below its equilibrium level by 1 percentage point requires an 
increase in the investment ratio by 1 percentage point in order to maintain a 
fixed rate of economic growth.“ 

Econometric estimates presented in the Appendix show that the East and 
Southeast Asian developing economies—Indonesia; Republic of Korea; Malay- 
sia; Philippines; Taipei, China; and Thailand—have adopted a completely 
different monetary policy stance from India, Pakistan and Sri Lanka. The 
estimated monetary policy reaction function indicates that the East and South- 
east Asian developing economies sterilized two thirds of the increase in net 
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In any event, the policy implication is the same. The international 
evidence suggests that this vicious circle can be avoided, provided government 
sector borrowing requirements from the banking system do not exceed about 25 
per cent of total domestic credit. This rule of thumb signals danger for Bangla- 
desh, India, Nepal, Pakistan and Sri Lanka. Real rates of economic growth 
were significantly lower and central government deficits significantly higher in 
these five countries than in Hong Kong; Republic of Korea; Singapore; Taipei, 
China; and Thailand. 

Black pinpoints the importance of complementary and efficacious ex- 
change rate and interest rate polices: “A healthy domestic financial market 
with a realistic exchange rate and positive real interest rates is a prerequisite 
[for successful foreign borrowing]. Otherwise, private investors responding to 
the perverse incentives offered will almost immediately find a way to ensure 
that the foreign exchange equivalent of foreign borrowing will flow out, pre- 
venting the accomplishment of a net capital inflow".?" In other words, if 
domestic financial conditions are unconducive to saving, savers will remove 
their savings abroad. This ensures that foreign capital inflows do not finance 
productive domestic investment. Rather they facilitate portfolio diversification, 
which may improve the welfare of the residents of the capital importing 
country, but weakens the country's creditworthiness. 

Márquez-Ruarte concludes that successful strategies share two charac- 
teristics: “First, successful strategies assign top priority to financial stability. 
Second, successful strategies recognize the usefulness of markets, and the 
constraints they place on government policies".38 One crucial market is the 
credit market. Positive real interest rates in this market are a prerequisite for 
improving the efficiency of investment and, hence, for raising the rate of 
economic growth without increasing the level of investment.?? One way of 
analyzing the efficiency-improving role of positive real interest rates starts by 
recognizing the fact that, when real interest rates are negative, there is no 
incentive to use capital efficiently. Excess capacity is costless, so plants are 
built with far more capacity than required for immediate production plans. 
Overtime, shift work, and other measures that increase the effective utilization 
of plant and machinery are not worthwhile when keeping the capital stock idle 
is costless. 

Econometric estimates suggest that an increase in the real deposit rate of 
interest is associated with a substantial increase in investment productivity. 


37. Stanley W. Black, "External Resources for Development and International Capital Markets", Asian 
Development Review, vol. 9, no. 1 (1991), p. 5. 
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exchange rate policies are all part of the successful adjustment package. 
Financial instability impedes structural adjustment efforts: “As indicated 
by the experiences of Bangladesh and Sri Lanka, the lack of financial stability 
made it difficult to extend the authorities' policy attention to structural adjust- 
ment. In addition, financial instability tended to nullify the effect of structural 
measures and to reinforce distortions, especially in investment patterns, sav- 
ings, and relative prices. These experiences reaffirm that the sustainment of 
cautious demand management is essential for the effective pursuit of struc- 
tural adjustment... Success in demand-management policy will require bold 
action to reform the tax system and limit the excessive expansion in current 
expenditure".35 

In many cases, financial instability springs from excessive government 
deficits. Given that a large proportion of foreign capital inflows to developing 
countries takes the form of government and government-guaranteed loans, 
foreign lenders are deterred from extending loans in such form if government 
finances are in shambles. Governments may be able to inflate their way out of 
debt denominated in domestic currency. Under no circumstances, however, can 
they inflate their way out of debt denominated in U.S. dollars. 

An important effect of improved fiscal discipline in the Republic of Korea 
was the fall in the proportion of domestic credit expropriated by the govern- 
ment sector from 11 per cent at the end of 1978 to 1 per cent at the end of 1989. 
In 1989 the proportions of domestic credit expropriated by government sectors 
in India, Pakistan, and Sri Lanka were 48, 44 and 55 per cent, respectively. 
International comparisons indicate the existence of a strong relationship be- 
tween inflation and the proportion of domestic credit absorbed by the govern- 
ment sector. They also show a significant negative relationship between rates 
of economic growth and the proportion of domestic credit expropriated by 
government. 

In one study, Harberger finds that developing countries suffering from 
acute inflation (over 80 per cent annually for at least three years) had a ratio of 
government sector credit to total domestic credit of 47 per cent.°* His sample of 
developing countries suffering from chronic inflation (over 20 per cent for at 
least five years) exhibited a ratio of 32 per cent, while the control group had a 
ratio of 25 per cent. Harberger interprets these findings as support for the 
hypothesis that government deficits are typically the underlying cause of acute 
and chronic inflation. However, they may also indicate one of the effects of 
inflation. Undoubtedly, causality is circular: domestic credit expansion to fi- 
nance a government deficit creates inflation which, in turn, reduces the real 
size of the banking system so raising the proportion of government credit in the 
declining total. 
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With respect to the importance of the real exchange rate, Quirk con- 
cludes: "Successful structural adjustment in East Asian economies has been 
widely associated with the competitiveness of their export industries. Ex- 
change rate policies in this region have had one major element in common over 
the past two or three decades: regardless of whether the official exchange rates 
have been pegged or flexibly managed, they have deviated little from rates in 
domestic free or black markets for foreign exchange".9? In other words, official 
exchange rates have been kept at or close to their market equilibrium levels in 
these economies. In pooled time-series analysis using data for India; Indone- 
sia; Republic of Korea; Malaysia; Pakistan; Philippines; Sri Lanka; Taipei, 
China; and Thailand for the period 1960—1988, I find that the real exchange 
rate has a significantly negative impact on capital inflows: the more appreci- 
ated the real exchange rate, the smaller the inflow of foreign capital. 

One empirical study finds that trade restrictions reduce capital inflows 
significantly.5! Specifically, it is found that the existence of restrictions on 
current and capital account transactions as well as surrender or repatriation 
requirements for export earnings deter capital inflows. If trade restrictions 
impede capital inflows, then trade liberalization can increase the supply of 
foreign capital. This suggests that the greatest potential for encouraging capi- 
tal inflows through the removal of trade restrictions might lie in Bangladesh, 
India, Nepal and Pakistan.?? 

Another study demonstrates that, when foreign capital inflows are ra- 
tioned and the credit ceiling is determined by export performance, the debtor 
country can maximize welfare by favoring investment in its export sector.?? 
"Given that country risk is basically an externality, individual investors would 
not benefit from contributing to a more open economy. Therefore, they would 
undertake investment in such a way as to equalize marginal returns... Policy 
should therefore be directed toward expanding the export sector, because lower 
returns to it are compensated by à larger credit availability."?4 Liberalizing 
foreign trade and payments systems can increase the supply of foreign capital 
directly and indirectly by expanding exports. 


Financial Stability. Financial stability is a prerequisite for moving 
‘both foreign capital demand and supply curves to the right in Figures 1-3. 
Low inflation, external viability, fiscal discipline, and prudent monetary and 





30. Peter Quirk, "Exchange Rate Policies and Management: A Model for Successful Structural Adjust- 
ment”, in Strategies for Structural Adjustment: The Experience of Southeast Asia, ed. Ungku A. Aziz 
(Washington, D.C.: International Monetary Fund, 1990), p. 121. 

31, Savvides, op. cit., p. 317. : . 
32. International Monetary Fund, Exchange Arrangements and Exchange Restrictions: Annual Report 
1990 (Washington, D.C.: International Monetary Fund, 1990). 

38. Eduardo Borensztein and Atish Rex Ghosh, "Foreign Borrowing and Export Promotion Policies", 
Staff Papers, vol. 36, no. 4 (Washington, D.C.: International Monetary Fund, December 1989), pp. 904— 
933. 

34. Borensztein and Ghosh, op. cit., p. 926. 


26 Asian Development Review 


guaranteed debt. A prerequisite for increased foreign direct investment is the 
liberalization of foreign trade and payments systems; such liberalization is also 
the key to export promotion. Another prerequisite is financial stability. 

Trade liberalization and financial stability are arguably the two most 
crucial elements in all successful structural adjustment programs. However, 
apart from reducing debt overhang, liberalizing foreign trade and ensuring 
financial stability, the basic prerequisite for any voluntary inflow of foreign 
capital is sustainable economic growth. In other words, the rate of economic 
growth must be above the rate of population growth.?9 Without prospects of 
rising per capita incomes, foreign lenders can have little confidence in being 
repaid. To ensure a minimum rate of economic growth, the volume and effi- 
ciency of investment must be of paramount concern.?6 


Trade Liberalization. Foreign lenders are concerned not only with 
general economic conditions in the borrowing country but particularly with its 
export growth. After comparing East Asia with Latin America, Villegas con- 
cludes: “It is not enough ... to invest new capital efficiently; the economy must 
also be able to generate the foreign exchange needed to carry the international 
borrowing. Heavy borrowing from international markets can rarely be sus- 
tained without a strong export program in a country's development strategy".?" 
One empirical study finds that export growth and the ratio of exports to GNP 
both have significantly positive effects on capital inflows into a sample of 47 
developing countries over the period 1980—1986.28 

The most effective way to stimulate exports is to liberalize imports. After 
surveying the evidence, Corden finds: “In general, trade liberalization requires 
devaluation. It is thus particularly important to think of trade liberalization 
and exchange rate adjustment as representing a policy package". Import 
liberalization raises the demand for the foreign exchange earned by exporters. 
Under a floating exchange rate system, import liberalization automatically 
depreciates the domestic currency so increasing export profitability and com- 
petitiveness. Under a managed exchange rate system, import liberalization 
necessitates the adoption of a realistic exchange rate policy to prevent the 
depletion of foreign exchange reserves. Indeed, wherever the premium in the 
black market for foreign exchange exceeds 10 per cent, substantial export 
growth should be possible through the liberalization of the foreign trade and 
payments systems. 
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grew in India from 5.5 to 6.9 per cent, in Pakistan from 12.6 to 14.3 per cent, 
and in Sri Lanka they declined from 32 to 26 per cent of GNP. Between 1979 
and 1988, exports grew by over 200 per cent in the Republic of Korea, 67 per 
cent in Bangladesh and India, and less than 20 per cent in Sri Lanka. 


Prerequisites for Increased Foreign Capital Inflows 


In 1990 the ratio of external debt to GNP averaged 25 per cent in the East 
and Southeast Asian developing countries; it averaged just over 30 per cent in 
South Asian developing countries. In the same year, the ratio of external debt 
to exports averaged 91 per cent in the East and Southeast Asian developing 
countries, while averaging 282 per cent in South Asian developing countries.?! 
The debt/export ratio in South Asian developing countries is dangerously high, 
despite the relatively modest debt/GNP ratio in these countries. For this group 
of countries, export growth is a prerequisite for continued foreign borrowing. 

Another striking difference between the East and Southeast Asian coun- 
try group and South Asian developing countries lies in the virtual absence of 
foreign direct investment in the latter countries. While Asian and Pacific 
developing countries attracted over $9 billion in foreign direct investment in 
1989, only $214 million of this investment took place in South Asia.?? Of this, 
$1 million went to Bangladesh, $193 million to Pakistan, and $20 million to Sri 
Lanka. There was no net foreign direct investment in India or Nepal. In East 
and Southeast Asia, the People's Republic of China received $3.4 billion; 
Indonesia and the Republic of Korea both received $750 million; Malaysia, $1.8 
billion; and Thailand, $1.7 billion. 

As Fischer concludes: “The debt crisis has made it entirely clear that ... 
[government and government-guaranteed] debt is a poor way of financing a 
country's development".2? When current account deficits are financed prima- 
rily through government and government-guaranteed debt, the consequent 
debt buildup can be destabilizing. After such debt reaches about 50 per cent of 
GNP, further debt buildup reduces national saving by more than the foreign 
saving inflow.*4 If South Asian countries adopted measures to attract more 
foreign direct investment, the concomitant foreign capital inflows could be used 
to build up export capacity to reduce debt/export ratios and would avoid the 
destabilizing effects of an excessive buildup of government and government- 
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tal foreign debt, which includes long-term and short-term public and private 
foreign debt, fluctuated around a dangerously high 50 per cent of GNP between 
1980 and 1985. 

The Republic of Korea embarked upon a stabilization program in conjunc- 
tion with a stand-by arrangement with the IMF in March 1980. The main 
elements of the program consisted of non-inflationary financial policies, a 
substantial depreciation of the won, and measures to reduce the country's 
dependence on imported oil. During 1980 the real effective exchange rate 
depreciated by 7 per cent. Domestic energy prices were raised in step with the 
rise in world oil prices and restrictions were imposed on energy use. As 
international oil prices subsequently fell, the Republic of Korea raised its oil 
import duty and passed through only 30 per cent of the oil price decline to 
consumers.1? 

During 1981—1982 the Republic of Korea initiated a program of structural 
adjustment encompassing public sector investment, a comprehensive tax re- 
form and trade liberalization. An important feature of the investment plan was 
to reduce dependence on imported oil by expanding domestic coal, gas and 
nuclear-powered electricity generation. The tax reform increased tax on inter- 
est and dividend income, simplified corporate tax, and extended value-added 
tax. Trade liberalization was aimed at increasing competition in the industrial 
sector and at stabilizing prices.!? 

Having negotiated another stand-by arrangement with the IMF in July 
1983, the Republic of Korea intensified its adjustment efforts. The government 
deficit fell from 4.5 per cent of GNP during 1981—1982 to 1.5 per cent of GNP 
during 1983-1984. Credit expansion was halved between the same periods. 
The real effective exchange rate depreciated by 7 per cent in 1983, subse- 
quently remaining stable. During the 1983-1984 period, trade liberalization 
was accelerated and tentative steps taken towards financial reform.1® 

During 1983-1984 these structural adjustments and policy reforms re- 
vived the Republic of Korea's highly successful strategy of export-led growth. 
They produced an annual economic growth rate of 8 per cent, reduced inflation 
to 2 per cent, and reduced the current account deficit to less than 2 per cent of 
GNP. As a percentage of GNP, the country's foreign indebtedness started to fall 
sharply. Over the five-year period 1985—1989, its economic growth accelerated 
to just over 10 per cent annually and the current account posted an annual 
surplus averaging over $4 billion or over 4 per cent of GNP. By 1989 the 
country was on the verge of becoming a net creditor nation. While Korean 
exports grew from 35 to 41 per cent of GNP between 1980 and 1988, exports 
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maintaining a realistic exchange rate to improve profitability and competitive- 
ness of the export sector. 

Performance has been disappointing. Bangladesh’s program was aban- 
doned during its first year; its current account deficit was reduced solely by 
tightening import controls. In the other three countries, implementation of the 
planned structural adjustment measures was weak. Improved public sector 
resource mobilization failed to materialize because intended tax reforms were 
postponed, current expenditure grew faster than planned, price adjustments 
were modest, and tax exemption remained pervasive.!3 Pakistan's planned 
tariff reform was not implemented. In general, import liberalization had only a 
modest overall effect. 

Despite initial devaluations, exchange rate policies were unsatisfactory; 
domestic currencies appreciated in real terms by 5 per cent in India and 
Pakistan and by 28 per cent in Sri Lanka over the program period.!* Not 
surprisingly, therefore, export performance remained weak. In one respect, 
however, these countries were successful: they maintained their investment 
ratios despite a worldwide recession; Sri Lanka actually increased its domestic 
investment from 20 to 29 per cent of gross domestic product. Since national 
saving in these three countries remained virtually constant, this implied that 
current account deficits were not reduced, and were substantially increased in 
Sri Lanka. Promises to adjust were sufficient to maintain capital inflows. For a 
while, therefore, adjustment could be postponed. 

In the first half of the 1980s, growth rates fell in India and Pakistan, 
remained unchanged in Bangladesh, but rose marginally in Sri Lanka. On 
their prospects for the future, one study concludes: *... the strong development 
of the export sector will be crucial for achieving external viability over the 
medium term. This suggests that the focus of further structural adjustment be 
placed particularly on liberalizing industrial and import controls and on im- 
proving the profitability and external competitiveness of the export sector”. 

In contrast to the experience of these four developing countries is the 
structural adjustment program implemented by the Republic of Korea. After 
rising by 10 per cent annually over the previous two decades, real GNP fell by 5 
per cent, inflation rose to 35 per cent, and the current account deficit reached 9 
per cent of GNP in 1980. For the Republic of Korea, the increases in oil prices 
and world interest rates in 1980 were equivalent to 6 per cent of GNP; a 
drought reduced agricultural output by an additional 4 per cent of GNP. 
Recession in the industrial countries compounded the Republic of Korea's weak 
international competitiveness, substantially reducing export growth.19 Its to- 
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Figure 5: GNP Growth Rates in Developing Economies, 1972-1990 
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ment and saving, and strengthen external competitiveness. Growth was to be 
accelerated within a framework of financial and external stability. 

Key elements in these structural adjustment programs were: (i) increased 
public sector saving through tax reforms, reduced subsidies, wage restraint, 
and realistic pricing policies by public enterprises; (ii) increased private saving 
stimulated by higher real rates of interest; (iii) more flexible adjustment of 
administered prices, such as agricultural procurement prices; (iv) deregulation 
of industry; (v) liberalization of import controls; and (vi) a commitment to 
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Figure 4: World Saving and Investment, 1972-1990 
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in one study: “... with the significant exception of East Asian countries, adjust- 
ment was achieved by cutting investment rather than increasing saving”. !! 
The inevitable effect has been sharp reductions in rates of growth in all parts of 
the developing world, again with the exception of Asia and the Pacific, as 
shown in Figure 5. 

^. A decade ago, four countries in the Indian subcontinent (Bangladesh, 
December 1980; India, November 1981; Pakistan, November 1980; Sri Lanka, 
January 1979) negotiated extended facilities for structural adjustment pro- 
grams from the International Monetary Fund (IMF). The adjustment strate- 
gies were designed to improve resource allocation, promote domestic invest- 
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formation, they are not building up the productive capacity with which to 
service foreign debt in the future. When capital inflows finance a substantial 
volume of capital flight, the supply of foreign capital moves to the left, as shown 
in Figures 1 and 3. 


Adjustment to Reduced Capital Inflows 


Foreign capital inflows constitute part of the world's saving. Over the past 
two decades, world saving as a proportion of world income has fallen. A 
comparison of the periods 1968-1981 and 1982-1988 illustrates this worldwide 
decline in saving ratios:? (i) saving in developed countries has fallen from 25 to 
20 per cent of GNP; (ii) developing country saving has fallen from 25 to 22 per 
cent of GNP; and (iii) saving in developing countries of Asia and the Pacific has 
declined marginally from 27.9 to 27.5 per cent of GNP. One important reason 
for the worldwide decline in saving is rising government deficits: up from 3.5 
per cent in the period 1977—1981 to 5.1 per cent in the period 1982-1987.1° 

The decline in world saving implies that not every country can maintain 
its level of domestic investment by increasing foreign capital inflows. Overall, 
the decline in saving has to be matched by an equal decline in investment. In 
fact, saving and investment ratios have fallen in all geographical regions of the 
world since 1982, but least in developing economies of Asia and the Pacific. As 
world saving has shrunk, so the world real interest rate has risen from 2 per 
cent during the period 1972—1981 to 5.5 per cent in the period 1982—1990, as 
illustrated in Figure 4. With no signs of a reversal in the declining trend in 
global saving and the immediate saving-reducing impacts of the war in the 
Gulf, reunification of Germany, reconstruction of Eastern Europe, and deliber- 
ate current account reduction policies being implemented by the Republic of 
Korea; Japan; and Taipei, China, the costs of foreign borrowing can be expected 
to rise still higher in the 1990s as the saving curve in Figure 4 moves even 
further to the left. 

The decline in foreign capital inflows to developing countries has necessi- 
tated structural adjustment in the form of an increase in export earnings or a 
reduction in import expenditure. The national accounting identities imply that 
the adjustment must also raise national saving or reduce domestic investment. 
To maintain or increase rates of economic growth, the adjustment must be in 
the form of increased exports and increased national saving. Import compres- 
sion and reduced domestic investment inevitably lower growth rates. As noted 
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expectations of foreign debt crises, as proxied by the probability of debt re- 
scheduling, and by reductions in the supply of foreign commercial capital 
inflows.* The former can be interpreted as the debt overhang effect; it shifts the 
demand curve to the left. The latter represents a leftward movement in the 
supply curve. Both debt overhang and rationing of foreign capital inflows have 
been identified as deterrents to domestic investment.® 

A debt overhang occurs when the ability to service foreign debts is de- 
pendent on a country's economic performance. Debt service will be maintained 
only if export earnings rise. If the economy performs poorly, debt service 
obligations will not be honored and some form of rescheduling will occur. In 
such case, an increase in exports (or real GNP) will be shared with foreign 
creditors in the form of a debt service payment that is greater than it would 
have been in the absence of the increased exports. Hence, the debt overhang is 
similar to a high marginal tax rate on the country.Ó It therefore lowers the net 
returns on investment which discourages capital formation and moves the 
demand curve to the left, as shown in Figures 2 and 3. 

One study finds a significantly negative effect of the probability of debt 
rescheduling on foreign commercial capital inflows.’ In other words, debt 
buildup combined with weak export performance does move the foreign capital 
inflow curve to the left, as shown in Figures 1 and 3. 

This discussion would be incomplete without some reference to capital 
flight. The data on foreign capital inflows are net flows. They conceal capital 
outflows by residents of the capital-importing country that are made legally. In 
fact, most developing countries prohibit capital outflows. Hence, much finan- 
cial investment abroad by residents of developing countries takes place through 
overinvoicing imports and underinvoicing exports.? This method of removing 
capital from a country increases the measured current account deficit and 
moves the demand for capital inflows to the right. While domestic investment 
is not increased by the increased demand for capital inflows, measured na- 
tional saving falls. 

When capital flight reaches some critical level, it provides another warn- 
ing to foreign lenders. Since capital inflows are not being used for capital 
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Figure 2 offers a more appropriate explanation for reduced foreign capital 
inflows to the Republic of Korea and Taipei, China in the 1980s.! Both of these 
developing economies reduced their demands for foreign capital as their invest- 
ment programs contracted. Neither the Republic of Korea nor Taipei, China 
was on the upward-sloping part of the foreign capital supply curve; they 
continued to enjoy a well-earned status as highly creditworthy borrowers. 
Nevertheless, their foreign capital inflows turned negative. Roughly speaking, 
a country becomes a capital exporter when its national saving exceeded its 
domestic investment. 

Figure 3 is probably the best explanation of the reduction in foreign 
capital inflows for a country like the Philippines, as well as for many other 
heavily indebted developing countries. In a typical developing country, the 
majority of its foreign debt takes the form of government and government- 
guaranteed foreign debt. A buildup of this type of foreign debt accumulated 
from past foreign capital inflows can discourage domestic investment, so mov- 
ing the demand for foreign capital from D, to D. 

As entrepreneurs notice that government and government-guaranteed 
foreign debt is rising, they may well anticipate higher future tax burdens for its 
servicing. This deters domestic investment because it raises the probability of 
higher taxes on domestic assets in the future. Such a reaction moves the 
foreign capital demand curve in Figure 3 to the left. That the foreign debt 
buildup has deleterious effects on domestic investment has been recognized.? 
However, the author's own empirical research on the effects of foreign debt 
buildup on investment indicates that foreign debt reduces investment only 
when it exceeds 55 per cent of GNP.? 

The foreign debt ratio could serve as surrogate for the domestic real 
interest rate. It could also stand proxy for the intensity of non-price credit 
rationing imposed by foreign lenders. In such case, the foreign debt ratio may 
affect the investment ratio negatively because it reflects a higher cost of 
investible funds, implying a movement up the foreign capital demand curve in 
Figure 1 caused by a leftward movement in the supply curve. In practice, one 
cannot distinguish between a move in as opposed to a movement along the 
demand curve caused by the foreign debt buildup. 

Fortunately, however, empirical evidence exists on the question of whether 
capital inflows have been reduced by leftward movements in the foreign capital 
demand or supply curves. Focusing on the determinants of domestic invest- 
ment, it has been shown that domestic investment has been reduced both by 
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premium. Developing countries face an upward-sloping supply curve of foreign 
capital when lenders start to perceive an increasing risk to their lending. As a 
general rule of thumb, commercial banks start to worry when a country's 
foreign debt/export ratio exceeds 2.5. For a. representative developing country, 
this debt/export ratio is equivalent to a ratio of foreign debt to gross national 
product (GNP) of 0.5. At some stage, the supply curve may become vertical, 
reflecting complete credit rationing. 

The effective cost at which foreign saving begins to be supplied in any 
particular year depends on the country's foreign debt position inherited from 
past borrowing. When foreign capital inflows are positive, the accumulation of 
debt resulting from these inflows moves the foreign capital supply curve in 
Figures 1 and 3 from S, to S, the next year. In this way, Figures 1 and 3 link 
the debt crisis caused by excessive foreign debt buildup to the reduction in 
capital flows to developing economies. In such case, the culprit is the decline or 
leftward movement in supply. 


Figure 3: Change in Demand for and Supply of Foreign Capital Inflows 
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a leftward movement in the demand for foreign capital, as shown in Figure 2. 
A third alternative involves leftward movements in both demand and supply, 
as shown in Figure 3. 

Roughly speaking, the demand for foreign capital inflows equals a coun- 
try’s saving-investment gap. Therefore, it depends on all the determinants of 
national saving and domestic investment. If a higher inflation-adjusted or real 
interest rate increases national saving or reduces domestic investment, the gap 
between national saving and domestic investment must fall as the real interest 
rate rises. Hence, other things being equal, the demand for foreign capital is 
larger, the lower is the domestic real interest rate. This is why the demand for 
foreign capital inflows is drawn as a downward-sloping line in all three figures. 

The supply of foreign capital is shown as a steeply rising curve attached to 
a horizontal line. As long as lenders are unconcerned about the creditworthi- 
ness of the country to which they are lending, the supply of foreign capital is 
elastic at the world real rate of interest plus some small country-specific risk 


Figure 2: Change in Demand for Foreign Capital Inflows 
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raise supply or demand or both. Financial stability and trade liberalization 
constitute the key elements of a successful structural adjustment program 
aimed at improving foreign capital supply. On the demand side, expectations of 
a high net rate of return to domestic investment are essential. This may be 
achieved by eliminating debt overhang and removing barriers to the efficient 
allocation of resources within the economy. Several factors, such as financial 
stability, fiscal discipline, and realistic exchange rates, can increase both the 
demand for and the supply of foreign capital. First and foremost, financial, 
fiscal and trade policies must be designed to accelerate growth in both aggre- 
gate output and exports. 


Why Have Capital Inflows to Developing Countries Declined? 
The most obvious candidate for the reduction in foreign capital flows to 


developing countries is a leftward movement in the supply of foreign capital, as 
shown in Figure 1. However, the observed decline could have been the result of 


Figure 1: Change in Supply of Foreign Capital Inflows 
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ver the past decade, the flow of foreign capital to developing coun- 

tries has declined precipitously. The inflow of foreign capital to 

finance balance-of-payments deficits on current account depends 

both on a country’s desire to spend more than its income and on the 
willingness of the rest of the world to finance the concomitant current account 
deficit. In other words, foreign capital inflows are determined simultaneously 
by both the demand for and the supply of foreign savings. 

Any discussion of policies to stimulate capital inflows must first address 
the question of whether the reduction in foreign capital inflows to developing 
countries has been due to a movement in demand or in supply or in both. This 
article therefore first reports evidence suggesting that this decline has been 
due to movements in both the demand for and the supply of foreign capital. 
Hence, prerequisites for increased foreign capital inflows involve factors that 
affect either supply or demand. 

The article then examines the structural adjustments and policy reforms 
that have occurred in response to the reduction in foreign capital inflows to 
some developing countries in Asia and the Pacific. Structural adjustment and 
policy reforms in four South Asian developing countries are compared with 
adjustment and reform in the Republic of Korea. Performance in South Asia 
has been disappointing; both the adjustments and the policy reforms were 
either modest or postponed. On the other hand, the efforts of the Republic of 
Korea produced a sharp improvement in its current account and a dramatic 
acceleration in its rate of economic growth. The key difference lay in the lack of 
trade liberalization and export promotion in the former countries and the 
redoubled commitment to such measures in the Republic of Korea. 

Since the evidence suggests that both the demand for and supply of 
foreign capital has declined, this article ends by focusing on policies that could 
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confidence suggest appropriate ways in which to view debt problems and 
criteria by which to judge proposed policy initiatives. 

The remaining two lessons, viz., the need to establish an early warning 
system and the desirability of creating a new international legal framework 
capable of both policing respect for debt contracts and revising them when their 
continued observance would be impractical or excessively costly, are addressed 
to the international community. It would be encouraging to believe that these 
lessons had been learned and that early action to implement them was likely, 
but there are no signs of action with regard to either. We have here another 
instance of what may be termed the “reformer’s dilemma": reforms are politi- 
cally possible only in response to crisis, but crisis conditions preclude rational 
appraisal of what reforms are called for. Now that the debt crisis has largely 
subsided, we can see what reforms should be made; but how we muster the 
political determination to make those changes remains obscure. 
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announced a moratorium as a direct challenge to the banks. After a while 
Brazil backed down and negotiated a rescheduling of its debt that did not gain 
any debt relief whatsoever. 


A New Legal Framework for International Lending 


Although the evidence so far points to the conclusion that the Brady Plan 
will suffice to enable highly indebted countries that have undertaken serious 
policy reforms to re-establish confidence, the experience of the debt crisis 
suggests that the legal arrangements governing international lending are 
inadequate. The basic problem has been the lack of any legal mechanism for 
revising debt contracts when it transpired that these could not be honored at a 
. reasonable cost. All renegotiations of bank debt involved a large body of 
creditors who were unable to act cohesively because of an acute free-rider 
problem and a debtor which pleaded inability to pay but was frequently 
suspected by the creditors of seeking to rationalize an unwillingness to pay. 
These negotiations were extremely lengthy and failed to yield debt 
restructurings that re-established confidence until the intrusion of official 
actors prepared to commit moral suasion and publie money to the cause of debt 
reduction. 

It would have been difficult to legislate a new legal structure to govern 
cross-border lending during the debt crisis, given that this would have involved 
retroactive erosion of the property rights of lenders. (In the event those prop- 
erty rights were eroded anyway, and this was bitterly resented by the creditors 
even though it was so belated as to be presentable as force majeure.) Now that 
the precedents governing the conditions and terms of debt reduction have been 
set, it begins to be possible to think of negotiating an international agreement 
that would provide a legal mechanism for regulating and if necessary revising 
debt contracts.? 


Concluding Remarks 


Three of the seven lessons identified above, viz., overborrowing, limiting 
risk exposure and firm response in adversity, are addressed specifically to 
debtor countries. Another two, viz., moral hazard and critical cost of lost 


9. For some preliminary ideas as to the content of such a mechanism, see David Suratgar, "The 
International Financial System and the Management of the International Debt Crisis", in Default and 
Rescheduling: Corporate and Sovereign Borrowers in Difficulty, ed. D. Suratgar (London: Euromoney 
Publications, 1984); John Williamson in North-South Round Table, Statement of the Roundtable on Money 
and Finance, Fourth Session (1985); Jeffrey G. Sachs, “Managing the LDC Debt Crisis", Brookings Papers 
on Economic Activity, no. 2 (1986); and Benjamin Cohen, Developing-Country Debt: A Middle Way, 
Princeton Essays in International Finance, no. 173 (1989). 
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the present value of total expected payments per unit of outstanding debt, 
which is positive. Thus, a buyback involves paying the average value of debt in 
order to benefit by its marginal value; the debtor pays a positive sum for a zero 
benefit, which cannot be advantageous. 

If confidence matters, however, the benefit of a buyback to the debtor is 
not simply the marginal value of debt to the creditor, as Bulow and Rogoff 
assume. A buyback brings forward the time when the debtor will be able to 
resume full debt service according to the contractually agreed terms and 
without strain on its own economic position. This is not necessarily a benefit to 
the creditors, since the resumption of full debt-service payments per unit of 
debt is offset by the reduction in the volume of debt outstanding, but it is 
certainly a benefit to the debtor, since it re-establishes confidence. Thus, the 
marginal benefit of a reduction in debt to the debtor exceeds the marginal value 
of debt to the creditors, and hence a buyback can well be beneficial. 


If in Trouble, Be Firm but Polite 


Even if countries in the future attempt to limit their indebtedness to 
prudent levels and contract debt in less risky forms, one cannot be sure that an 
adverse turn of circumstances will not leave a country overexposed. The 1980s 
contain strong lessons about how countries should respond under those cir- 

cumstances. 

One error, which was almost universal during the first three years or so 
after the debt crisis; was to give absolute priority to maintaining debt service. 
That policy was strongly urged by the international institutions at the time: it 
may have been justified in the early days of the debt crisis, but with hindsight 
it was maintained too long. Falling into arrears undermines confidence and 
raises the cost of short-term trade credit. Nonetheless, it is not as costly as 
deflating severely in order to establish a large negative transfer quickly. 

Another error was to be belligerent with creditors and denounce their 
attempts to collect debt service. Creditors make loans with the objective of 
repayment, with interest, and most debtors borrowed voluntarily and on terms 
that they knew (or should have known) exposed them to risk. If events beyond 
the control of the borrower make it impossible to meet the contractually agreed 
terms without excessive cost, that may be a good reason to go into.arrears but it 
does not justify abusing creditors. 

The contrasting ways to manage creditors are most starkly illustrated by 
comparing the policies of Costa Rica and Brazil. Costa Rica unilaterally cut its 
interest payments to its estimate of what it could afford to pay quite early (in 
1986), but it did so apologetically while continuing to negotiate with the banks. 
Eventually, with help from the U.S. Treasury and international institutions, 
Costa Rica negotiated a Brady Plan restructuring that granted 60 per cent debt 
relief. Brazil complained but met its obligations in full until 1987, when it 
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Conversely, itis clear that the major benefit Mexico reaped from its Brady 
Plan settlement was not the reduction in its cash payments to the banks, which 
amounted to some $1.5 billion per year (about 20 per cent of its interest bill), or 
the reduction in the present value of its debt (some $15 billion, about 25 per 
cent of its bank debt). Modest as those reductions were, they sufficed to 
convince the market that Mexico would in future be able to service its debt on 
the contractually agreed terms, without the risk of having to make capricious 
policy changes that could be prejudicial to the interests of investors. The result 
was a reversal of capital flight that enabled the Mexican authorities to reduce 
domestic interest rates enough to cut the budget deficit, or expand productive 
government spending by around 5 per cent of GNP. On top of that has been 
capital repatriation of a minimum of $6 billion and a surge in direct invest- 
ment. Mexico has clearly put the debt crisis behind it. 

Costa Rica's Brady Plan settlement was even more clearly directed to re- 
establishing confidence rather than to reducing the negative transfer. Indeed, 
the agreement resulted in a slight increase rather than a reduction in the 
negative transfer, since the country had already unilaterally cut its interest 
payments to the banks to the level that it thought it could afford. What was 
sought from the Brady Plan settlement was a legitimation of that reduction, 
with the objective of restoring confidence. 

'The size of the negative transfer is not unimportant. On the contrary, the 
need to make a negative transfer larger than a country can comfortably handle 
is bound to jeopardize confidence. The crucial point is that simply reducing the 
negative transfer is not the end of the problem. It is, after all, not difficult to 
reduce a negative transfer to zero. A country that defies its creditors will not re- 
establish confidence and it will therefore continue suffering the ill effects of a 
debt crisis. Only when it reaches a settlement which its creditors accept, and 
which reduces its contractual obligations to a level that it can handle, will 
confidence be re-established. 

The proposition that confidence in a country's ability to meet its contrac- 
tual obligations matters undermines the criticism by Bulow and Rogoff of 
buybacks as a solution to the debt problem.? According to their analysis, the 
marginal value of debt is approximately zero. This proposition appears to have 
some empirical support, and it would certainly be true in what they seem to 
regard as the normal case of such a chronic excess of debt-servicing obligations 
over debt-servicing capacity that the country simply hands over what it can 
afford to pay and this is then divided among the volume of claims outstanding. 
Obviously under these circumstances, an increase in the volume of outstanding 
claims does not increase the total received by creditors, which is the marginal 
value of debt. But, to buy back debt the debtor has to pay its average value, i.e., 





7. In March 1989, U.S. Treasury Secretary Nicholas F. Brady called for the adoption of an international 
debt strategy involving debt and debt-service reduction. 

8. Jeremy Bulow and Kenneth Rogoff, "The Buyback Boondoggle", Brookings Paper on Economic Activity, 
no. 2 (1988). 
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service have clearly done better than those that did not. Policymakers appear 
to have recognized that the benefits of debt relief are bought at a high price in 
terms of lost confidence. Indonesia has not been seduced by the debt relief won 
by the Philippines, nor has Hungary stopped servicing its debt to try and force 
a deal comparable to that of Poland. Clearly, fears of. moral hazard were 
exaggerated. 


Critical Cost of Lost Confidence 


Tt has been widely perceived that the cost of the debt crisis is the negative 
transfer that has been imposed on debtor countries as the burden of interest 
and amortization has come to exceed the value of new borrowing. Broadly, the 
swing in the foreign balance has been matched by a fall in investment, and the 
simplest hypothesis is that the need to make a negative transfer squeezed the 
resources available for investment. 

The simplest hypothesis does not, however, seem entirely consistent with 
the stylized facts. If investment was being squeezed downwards by the diver- 
sion of investable funds into servicing the foreign debt, one would expect to see 
high levels of real interest rates and high levels of economic activity. Real 
interest rates have indeed been high, but activity has not: on the contrary, most 
of Latin America was in recession for most of the decade. 

One alternative hypothesis is that investment declined because fiscal 
policy was deliberately deflationary in order to make room for debt service. 
That could indeed have explained the recessionary tendencies in Latin America, 
as well as the improved trade balances, but it would not explain the high level 
of interest rates. 

Another hypothesis is that investment declined primarily because of the 
lack of confidence on the part of entrepreneurs. This hypothesis not only 
explains the decline in investment, the improvement in the trade balance, the 
low pressure of demand, and the high level of real interest rates, but also the 
phenomenon of massive capital flight. It is really rather paradoxical to blame 
the negative transfer for suppressing investment when businessmen hold 
enough funds in foreign banks to finance an investment boom if they chose to 
do so. One should instead look into the factors that deter business from 
investing. 

. This subject has received surprisingly little systematic attention, but it is 
not difficult to understand in a general way why debt-service difficulties should 
inhibit investment. A government having difficulty in servicing its debt can be 
expected to raise taxes, which may fall on capital or on the income from capital. 
Failure to raise formal taxes may be worse, since the alternative is the inflation 
tax in the short run and, when that yields diminishing returns, the resort is to 
asset freezes or capital expropriation. This is likely to be accompanied by 
recession and great uncertainty, which is certainly not the atmosphere in 
which investment flourishes. l l 
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There has been a noticeable movement toward the use of such risk- 
spreading instruments since the beginning of the debt crisis. Foreign direct 
investment never collapsed in the way that bank lending did, and in recent 
years it has expanded strongly, aided in part by the use of debt-equity swaps. 
Equity investment has exploded in the years since it was first advocated.? In 
contrast, commodity-linked bonds have remained of no more than marginal 
importance (there have been odd issues of bonds linked to the price of oil and 
silver, but the instrument has failed to take off) A number of developing 
countries have also exploited the swap and option markets to manage their risk 
exposure. 

Of course, passing on risk to the lender has a price. All of these ways of 
borrowing tend to be distinctly more expensive than syndicated credits from 
the banks. The claim is not that risk can be avoided costlessly, but that it is 
worth paying a price to shift it to a party better able to bear the risk. If only, for 
example, Peru had not been so hostile to foreign direct investment in the mid- 
1970s, it would have allowed the oil companies to build the trans-Andean 
pipeline, instead of borrowing from the banks to finance the pipeline's con- 
struction, and the Peruvian people would then have been spared the burden 
that fell on them when it turned out that there was far less oil in the Peruvian 
Amazon than was thought when construction was started, on a scale that 
proved far larger (and therefore more expensive) than was justified. 


Moral Hazard 


For some years fears of moral hazard were one of the principal considera- 
tions that deterred the international community from sanctioning debt relief. A 
widely accepted literature explained that the reason debtors serviced their 
debts was their fear of the sanctions that would be imposed by creditors if they 
defaulted.Ó It followed that it is in the debtors’ own interests for strong sanc- 
tions to be directed against countries that fail to make strenuous efforts to 
maintain debt service, since this is the way to increase the sums that they will 
be able to borrow. Conversely, allowing debtors to default without penalty 
creates a situation of moral hazard, one where agents are tempted to act in a 
way that is disadvantageous to their peers because the individual agent does 
not bear the full social costs of its actions (which in this case have negative 
effects on other borrowers who are unable to borrow as much as would be 
beneficial). 

These fears now appear exaggerated. Even though sanctions have been 
modest and confined to financial markets, countries that maintained debt 





5. Donald R. Lessard and John Williamson, Financial Intermediation Beyond the Debt Crisis (Washington, 
D.C.: Institute for International Economies, 1985). 

6. Jonathan Eaton and Mark Gersowitz, “Debt with Potential Repudiation: Theoretical and Empirical 
Analysis", Review of Economic Studies, vol. 48 (March 1981). 


The Debt Crisis: Lessons of the 1980s 7 


of thumb even when these lack explicit theoretical justification. As noted 
above, the current state-of-the-art of judging the limit to prudent levels of 
indebtedness falls short of the standards that appeal to the profession.‘ 

I have long favored an attempt by the International Monetary Fund 
(IMF) to draw up balance-of-payments targets, despite the rough and ready 
nature of the judgments that would have to be fed into such an exercise. Had 
the IMF been engaged in such exercises in the 1970s, I doubt if it would have 
viewed with equanimity deficits of the size run by many developing countries 
in the run-up to the debt crisis. The fact that such an exercise would provide an 
early warning system against excessive debt accumulation provides another 
argument in its favor. 


Limiting Risk Exposure 


The borrowing of developing countries during the 1970s overwhelmingly 
took the form of sovereign borrowing from the banks with floating interest 
rates. This form of borrowing places all the risks on the public sector of the 
borrowing country: the risk that the project might fail, the risk that interest 
rates might rise, the risk that the currency of denomination of the loan might 
appreciate, the risk that lending might dry up, and the risk that exogenous 
shocks might impair debt-servicing capacity either through deterioration in 
the balance of payments (the external transfer problem) or through erosion in 
the government's fiscal position (the internal transfer problem). Of course, 
when a number of these risks were realized simultaneously in the early 1980s, 
many borrowing countries were unable to cope, and the banks ended up by 
bearing some of the losses that they had designed the loan contracts to avoid. 

Other forms of borrowing spread the risks. Foreign direct investment 
ensures that the risk of project failure is carried by the lender (not by the 
borrowing country) and that the foreign exchange-cost of debt service is not 
increased by developments on world financial markets. The returns to equity 
investment—i.e., the purchase of shares on ideveloping-country stock markets 
by investors like pension funds from the industrial countries—depend on 
prosperity in the borrowing country, and any collective attempt by foreign 
investors to liquidate holdings is self-limiting as share sales drive the stock 
market down. Commodity-linked bonds, in which the borrowing country sells 
bonds whose return is linked to the price of its principal export product(s), 
would relate the foreign-exchange cost of debt service directly to an important 
determinant of the ability to pay. 


4, Cohen provides a “solvency index" based on relatively rigorous modelling, but it does not seem to be very 
useful in deriving prudent debt limits since most of the countries that were afflicted by the debt crisis seem 
to have been solvent all along according to his criterion. See Daniel Cohen, Private Lending to Sovereign 
States: A Theoretical Autopsy (Cambridge, Mass.: MIT Press, 1991), p. 113. 
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recognize how quickly the debt/export ratio can change under adverse circum- 
stances. The sharp deterioration of the debt/export ratio of many countries in 
1982, following a decade when it had been closely monitored and had shown 
little change for most countries despite massive borrowing to finance current 
account deficits, illustrates the importance of allowing for random changes in 
the denominator as well for changes in the numerator resulting from borrow- 
ing policies. 

It is certain, however, that zero borrowing, and zero foreign debt, is 
unlikely to be a sensible objective. The country that suffered most from the debt 
crisis was Romania, whose dictator decided that he was unwilling to be subject 
to the dictates of creditors, and therefore resolved that Romania would repay 
all its foreign debts. This decision caused massive privation as imports were 
drastically cut to maximize debt repayment. More generally, the simplest 
neoclassical theory explains why countries that need capital are likely to find it 
advantageous to borrow in order to increase the rate of investment above that 
which can be financed from domestic savings. There is now considerable 
evidence that the countries best able to make use of foreign savings are not 
those with least capital but those in the middle of the development process, 
with a good base of human capital and infrastructure. However, the fundamen- 
tal point remains that borrowing can be well worthwhile if it transfers real 
resources from where the supply of savings is abundant relative to investment 
opportunities to where they are scarce. The need to restrain this process to 
ensure continued creditworthiness is no reason to suppress capital mobility 
altogether. 


The Need for an Early Warning System? 


The process of debt accumulation in the 1970s occurred with the explicit 
approval of the multilateral agencies. After 1974 it was common to read in their 
reports of the splendid job that the banks were doing in recycling the oil 
surplus to developing countries, thus maintaining the momentum of develop- 
ment and avoiding a destructive competition to eliminate balance-of-payments 
deficits. And, within prudent limits, the process would indeed have been of 
general benefit. The problem is that no one in authority regarded it as their 
responsibility to ask whether prudence was being exceeded and to warn bor- 
rowers and lenders that the process was being carried to excess. 

In my opinion, the economics profession cannot escape blame for this 
abnegation of responsibility. The profession rewards those who pursue rigor, 
elegance and novelty, rather than those who endeavor to provide relevant rules 





3. This lesson was suggested by discussion at the Development Round Table on External Resource 
Requirements and Debt Management sponsored by the Asian Development Bank in Manila on 26 August 
1991 and, in particular, by the comments of Mr. Saeed Ahmad Qureshi and Professor Solita Monsod. 
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Lessons of the 1980s 


The Debt Crisis 
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a collapse in investment and had much lower growth than other developing 
countries in subsequent years (see Table 2). 

Perhaps the experience of individual countries provides even more com- 
pelling evidence. The classic case is that of Colombia, the only country in Latin 
America that did not reschedule its debt during the 1980s. Colombia had for 
many years pursued prudent macroeconomic policies, aiming to build up re- 
serves and repay debt when times were good in order to have the where- 
withall to pursue Keynesian stabilization policies when the external situation 
was difficult. Colombia sustained this policy during the 1970s, including the 
years 1976-1979 when its principal export, coffee, had a very high price due to 
frosts in Brazil. The attempt to maintain a competitive exchange rate so as not 
to destroy non-traditional exports led to the U.S. dollar going to a discount on 
the black market for a time. The banks brought pressure to bear on Colombia to 
borrow, which it refused on the ground that the resulting addition to growth 
would not be worth the increase in risk exposure that it would suffer through 
higher indebtedness. But internal pressures on the Government of Colombia to 
match the debt-led growth of its neighbors were building up in the early 1980s, 
at a time when the external environment turned unfavorable and Colombia's 
traditional policy of conjunctural stabilization led it to adopt a more expansion- 
ary policy stance. The debt crisis forced early abandonment of this attempt at 
growth during the world recession; nevertheless, Colombia experienced by far 
the best growth performance in that region during the 1980s, with a cumula- 
tive growth of about 16 per cent per capita from 1981-1990 (compared with an 
average fall of almost 10 per cent). Indeed, in the period 1970—1990, Colombia 
had a per capita growth rate of about 52 per cent compared with the regional 
average of 21 per cent; in the 1970s its economic growth rate had been equal to 
the regional average. 

Rather similar comparisons with a “tortoise and a hare" seem to hold 
between various pairs of countries: Malaysia and the Philippines; Cameroon 
and Nigeria; and Hungary and Poland. In each case, the country that pursued 
the more cautious policy in the short run had a distinctly better performance in 
the longer run. Prudent macroeconomic policies clearly are important. 

The crucial question is: How much borrowing is too much? There is no 
satisfactory answer to this question. Two common rules of thumb hold that the 
debt/export ratio should be held below 200 per cent and the debt/GNP ratio 
below 40 per cent (rules that amount to the same thing for a country with a 
typical export/GNP ratio of around 20 per cent). The first of these rules has 
some empirical support and it also seems broadly consistent with Table 1.? But 
even if one is prepared to take that rule of thumb as a guide, it is important to 


l. Among the seven major countries of the region, Colombia ranked second, after Brazil (which had 
cumulative growth of 75 per cent). 

2. John Underwood, "The Sustainability of International Debt" (Paper presented at the Conference on Net 
External Asset Positions, Kiel Institute of World Economics, March 1990). 
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Table 1: Continued 





1982 1985 

Dominican Republic? , 188.5 220.8 
Liberia? 176.3 266.1 
Papua New Guinea 175.9 203.0 
Western Samoa 170.3 148.7 
Paraguay » 168.4 249.3 
Congo? 161.1 246.8 
Sri Lanka 160.3 182.7 
Venezuela? 159.8 205.6 
Uruguay? 157.1 294.7 
El Salvador? 150.1 163.1 
Central African Republic? 148.2 188.6 
Haiti 143.4 163.0 
Rwanda 137.0 215.4 
Nepal 132.8 182.4 
Cameroon? 132.5 104.3 
Korea, Rep. of 131.6 142.4 
Thailand 129.6 171.5 
Burkina Faso 126.8 182.0 
Indonesia 123.6 181.5 
Algeria 119.2 130.6 
Zimbabwe 117.1 169.6 
Guatemala 1171 220.2 
Mauritius 114.6 108.5 
' Tunisia 108.4 163.6 
Grenada 104.1 96.9 
Syrian Arab Republic 102.6 155.2 
Yugoslavia? 101.8 129.6 
Nigeria? 100.4 144.6 
Malaysia 93.7 114.7 
Yemen, Rep. of 92.4 201.8 
Jordan? 86.3 133.9 
Maldives 84.5 91.5 
Romania? 80.0 53.8 
Fiji 74.0 84.8 
Seychelles 60.1 82.5 
Swaziland 48.5 87.9 
St. Vincent and the Grenadines 42.7 31.0 
Gabon?. 42.5 57.0 
Panama? 41.7 75.5 
Trinidad and Tobago? 38.2 55.8 
Solomon Islands : 36.1 75.9 
China, People’s Rep. of 32.0 52.9 
Botswana 31.5 37.5 
Lesotho 28.4 61.2 
Malta 13.0 21.9 
Vanuatu 6.6 17.6 








a Countries with debt-rescheduling agreements after 1982. 
Source: World Bank, World Debt Tables, 1990-91 (Washington, D.C., 1991). 
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Table 1: Debt/Export Ratio of Net Debtor Countries, 1982 and 1985 





1982 1985 
Guinea-Bissau? 900.2 1,678.8 
Equatorial Guinea? 780.0 539.8 
Nicaragua? 731.2 1,634.8 
Sudan? 699.3 732.9 
Tanzania? 555.7 881.5 
Madagascar? 496.8 685.5 
Argentina? 447.3 493.2 
Somalia? 442.6 1,284.7 
Myanmar 437.1 727.1 
Sierra Leone? 418.8 452.1 
Bangladesh 404.0 418.6 
Brazil? 395.4 360.0 
Mali? 383.2 486.7 
Mauritania? 373.7 372.4 
Bolivia? 362.2 651.3 
Guyana? 356.7 565.7 
Zambia? 343.8 534.6 
Chile? 335.9 436.6 
Morocco? 326.9 397.5 
Costa Rica? 317.2 344.0 
Malawi? 312.4 359.5 
Mexico? 311.5 326.0 
Philippines? 297.7 334.1 
Zaire? 296.2 300.4 
Peru? 294.0 363.8 
Ecuador? 281.3 261.7 
Egypt? 277.8 803.5 
Cote d'Ivoire? 276.5 304.6 
Chad? 271.0 186.9 
Uganda? 210.2 314.5 
Comoros 266.3 539.9 
The Gambia? 247.1 281.3 
Honduras? 235.1 297.5 
Ethiopia 230.5 334.7 
Kenya 217.2 268.2 
Niger? 215.6 379.8 
Pakistan 215.0 228.1 
Benin? 211.9 275.5 
Burundi 210.2 347.7 
Togo? 209.6 229.7 
Colombia 204.3 301.6 
Jamaica? 196.6 285.6 
Turkey 195.8 198.1 
Ghana 195.5 821.5 
Senegal? 192.4 299.9 
India 191.1 263.1 
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| The Debt Crisis: 
Lessons of the 1980s 


John Williamson* 


tis now over nine years since Mexico found itself unable to service its 
debt in August 1982, and was forced. into declaring a moratorium that 
precipitated what quickly became Known as the debt crisis. A vast 
literature has emerged since then on the causes of that crisis, on appor- 
tioning responsibility for its occurrence or persistence, and on prescribing 
remedies for ending it. 
l While these topics are touched on incidentally in this article, its main 
purpose is to suggest lessons that can be extracted from this unfortunate 
historical episode. The viewpoint taken is that of the debtor countries rather 
than the creditors, which explains why the first of the seven lessons on which 
the article focuses refers to “overborrowing” rather than “overlending”. 


Overborrowing 


Obviously, a country should avoid borrowing more than it can comfortably 
service. While capital inflows that are used to increase the level of productive 
investment can accelerate development, the experience of the 1980s clearly 
shows that this benefit can be outweighed by the loss of confidence and the 
costs of having to deflate to try and maintain debt-service payments if debt- 
servicing difficulties arise. 

Evidence in favor of this proposition is shown in Table 1, which displays 
the debt/export ratio for 92 developing countries for which data were available 
in 1982, the year the debt crisis started. (The debt/export ratio is still the most 
widely used debt indicator, although arguments can also be made in favor of the 
debt/gross national product (GNP) ratio, the debt-service ratio and the 
interest/exports ratio.) Clearly, the countries with high levels of debt (relative to 
exports) encountered debt-servicing difficulties in subsequent years as mea- 
sured by their need to reschedule their debts. Moreover, these countries suffered 
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poor. Such a profile is critical to proper direction and targeting of anti-poverty 
programs and policies. Fourth, the construction of the profile of the poor can 
lead to the identification of the causes of poverty in a particular empirical 
context. Needless to say, the identification of the causes is an essential pre- 
requisite to the identification of the remedy. Without proper identification of 
the causes of poverty, it is difficult to design appropriate programs and policies 
to alleviate poverty. 

Despite significant progress in poverty alleviation in recent times, the 
magnitude of the problem is still daunting. According to recent World Bank 
estimates, about one billion people in the world—that is, one in every five 
persons—live in absolute poverty.! Of these, a large majority, about 750 mil- 
lion, live in Asia—particularly South Asia, People's Republic of China and 
Southeast Asia. It is of interest to know: what is behind those numbers? And 
how does one arrive at those figures? It is further reported that the developed 
world is not totally free from the scourge of poverty. According to one estimate, 
about 14 per cent of the population of the United States suffers from some 
measure of poverty. As casual empiricism confirms, the income of a poor 
person in the United States can often exceed, perhaps by many times, the 
average income in Bangladesh—and even surpass the incomes of the majority 
of the rich in that country. It is obvious that the measure of poverty employed 
in a country such as the United States is different from that in Bangladesh. 
The fact that poverty has been used in different senses highlights the need to 
clarify the underlying concepts. 

In recent years there has been an upsurge of interest in measurement 
issues; accordingly, a vast literature has emerged. However, most of this 
literature is highly technical and is not readily accessible to the general 
development economists or to policymakers who are concerned with poverty- 
related issues but do not necessarily have the technical knowledge nor the 
requisite time for a proper appreciation of the issues involved. To help meet 
this need, this article attempts to present a non-technical survey of the litera- 
ture on the measurement of poverty. 

After a brief historical review of studies in poverty, the article examines 
some key conceptual issues in defining poverty. It then defines and focuses on 
selected poverty measures and discusses the characteristics of the poor. Lastly, 
it makes some concluding remarks; some of which refer to policy issues as they 
relate to conceptual and measurement problems, and the others relate to the 
issue of measurement through standard economic indicators. 





1. World Bank, World Development Report 1990 (New York: Oxford University Press, 1990). 
2. U.S. Bureau of Census, Characteristics of the Population Below the Poverty Level: 1982, Current 
Population Report, Series P-60, No. 144 (Washington, D.C., 1984), Table 7. 
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A Brief Historical Review of Poverty Studies 


As noted earlier, although poverty has been the subject of study for a long 
time, systematic attempts at measuring poverty are relatively recent. The 
earliest scientific studies on poverty were by Booth and Rowntree at the end of 
the nineteenth century. Booth's survey, started in the East End of London in 
the 1880s, provided perhaps the first systematic attempt to measure the extent 
of poverty.? Taking the street as the unit of measurement, he drew up his 
celebrated map of poverty in London. The study by Rowntree was intended to 
compare the situation in York with that in London, as found by Booth.* The 
important difference of his study from that of Booth was in the method: 
Rowntree was concerned with individual family incomes and developed a 
poverty norm based on nutritional and other requirements. This work was 
taken further by Bowley in a study of poverty in five English towns.” Ten years 
later, he carried out another study which investigated the state of poverty in 
the intervening period. His important contribution was the introduction of 
statistical rigor by bringing methods of sampling techniques into the survey 
method. 

In the United States, work on poverty was initiated later. It was not until 
the 1960s, however, that the problem of poverty received any systematic study. 
In this connection, studies by Harrington and Galbraith did much to arouse the 
attention of the public, politicians and academics." It was, however, the re- 
search of Orshansky that helped define the official poverty line, which is still 
being applied (with some modifications) to arrive at poverty figures.® 

In recent years in many developing countries, especially those of South 
and Southeast Asia, there has been extensive research on poverty. These 
research studies—some of which focused exclusively on individual countries 
and some on intercountry comparisons—have helped to highlight many hith- 
erto unknown facts as well as made possible a few important advances in 
policies. Besides the internal economic compulsions of individual countries, 
international organizations such as the International Labour Organisation 
(ILO) and the World Bank have been a driving force behind the present 
widespread interest in the subject. Much of it stems from the magnitude of the 
problem but more importantly from an appreciation of the fact that a good deal 
of the development effort of the 1980s has had very limited impact on poverty 
alleviation. 


3. C. Booth, Life and Labour of the People of London (London: Macmillan, 1889-1902). 

4. B.S. Rowntree, Poverty: A Study of Town Life (London: Macmillan, 1901). 

5. A.L. Bowley and A.R. Burnett-Hurst, Livelihood and Poverty (London: Bell, 1915). 

6. A.L. Bowley and M.H. Hogg, Has Poverty Diminished? (London: P.S. King, 1925). 

7. M. Harrington, The Other America (New York: Macmillan, 1960); and J.K. Galbraith, The Affluent 
Society (Boston: Houghton Miffin, 1958). 

8. M. Orshansky, “Who’s Who Among the Poor: A Demographic View of Poverty”, Social Security Bulletin, 
vol. 28, no. 7 (1965), pp. 3-32. 
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Conceptual Issues in Defining Poverty 


What is Poverty? Poverty has been described as *a matter of depriva- 
tion"? Deprivation is predicated on social norms and is very much a function of 
time and space. Poverty in developing countries can indicate absolute depriva- 
tion, infringing on basic sustenance of life; whereas poverty in developed 
countries can indicate relative deprivation, a lack of ability to afford a standard 
of living enjoyed by a reference group with higher incomes. 

Absolute poverty is defined as the inability to attain a minimal standard 
of living.? This perception of minimal standard is, however, not fixed but 
varies across countries. What is considered a necessity in one country may be 
considered a luxury in another. For example, indoor plumbing may be a 
necessity in the United States but perhaps a luxury in Bhutan. Similarly, “in 
the bush you can wear only a loin cloth, but if you work in London you have to 
wear a shirt, suit, tie and shoes and perhaps a neatly rolled umbrella".!! In 
London, a suit is a necessity; in Dhaka, it is a luxury.!? The above suggests that 
there is a "relativist" component to minimal living—items of expenditures 
which are in some sense subjective and vary across countries. However, there 
is also the “absolutist” core, embodying a set of basic necessities such as food 
which may not vary across countries. The above helps to explain why two 
individuals, one in Bangladesh and the other in the United States, may both be 
in poverty, despite the fact that the person in the United States has many 
times the income of the person in Bangladesh. 

Relative poverty is defined as the inability to attain a given contemporary 
standard of living. Relative poverty is more a measure of income distribution 
and inequality than a measure of absolute deprivation. Relative poverty is 
defined in different ways. In the United States, it was proposed that families 
with one half of the median income be classified as poor.!? Similarly, the poor 
may be defined, as it has been suggested for developing countries, as the lowest 
four deciles in the national income distribution. There is a disconcerting aspect 








9. A.K. Sen, Poverty and Famines (Oxford: Clarendon Press, 1981), p. 22. 

10. Atkinson distinguishes between two different conceptions of poverty. One is the standard of living 
concept, where one is perceived as poor if one's total expenditure or the consumption of specific goods falls 
below a given threshold. The other is the right to a minimum level of resources, where one is perceived as 
poor if one's income falls below a specified minimum level. In the second approach, the right to a minimum 
income is critical, and not its disposal. In this article, emphasisis on the first approach, which seems to have 
gained greater acceptability. See A.B. Atkinson, Poverty and Social Security (London: Harvester Wheatsheaf, 
1989). 

11. P. Streeten, “Poverty: Concepts and Measurement”, Bangladesh Development Studies, vol. 18, no. 3 
(1990), pp. 5-6. 

12. The concept of necessity has been succinctly defined by Smith who noted: “By necessaries, I understand 
not only the commodities which are indispensably necessary for the support of life but whatever the custom 
of the country renders it indecent for creditable people, even of the lowest order, to be without". See Adam 
Smith, Wealth of Nations, Volume 2 (London: Everyman's Library, 1776), p. 691. 

13. V. Fuchs, "Toward a Theory of Poverty", in Task Force of Economic Growth and Opportunity: The 
Concept of Poverty (Washington, D.C.: U.S. Chamber of Commerce, 1965). 


94 Asian Development Review 


about this notion of relative poverty, as it seems to predetermine the extent of 
relative poverty. If, for example, the poor are those in the lowest four deciles of 
income distribution, then, as it is apparent, irrespective of the extent of abso- 
lute poverty, the incidence of relative poverty will always remain the same. It 
has been pointed out, no matter how much income increases, "the poor in a 
relative sense will always be with us”.14 In other words, it may be possible to 
eradicate absolute poverty, but it is, however, never possible to eradicate 
relative poverty. Despite this nagging aspect about relative poverty, it should 
be emphasized that it is perfectly legitimate—and, as has been suggested, is 
consistent with the Rawlsian criterion of justice—for the government and 
policymakers to be concerned with the lower segments of the population in the 
income scale.15 

The concept of deprivation has evolved through time. Economic develop- 
ment has transformed the economies of the world. Along with economic devel- 
opment, the notion of deprivation and poverty has also evolved. At the begin- 
ning of the twentieth century, the prevailing notion in today's developed 
countries was one of failure to meet basic nutritional and biological require- 
ments for the sustenance of life. Rowntree noted: “Primary poverty .... (is) 
earnings insufficient to obtain the minimum necessities for the maintenance of 
merely physical efficiency".16 

This definition of poverty relates to a concept of absolute poverty as it is 
employed in developing countries today. In developed countries, with increas- 
ing material wealth, this definition has lost a good deal of its significance. The 
specter of hunger and poverty has been, more or less, banished from most of 
these economies. Poverty, in most advanced industrial nations, is now a matter 
of deviation from social and economic norms. In other words, as the threat of 
starvation has receded from the scene, poverty is being interpreted in advanced 
countries in relative terms. 

In this connection, the concepts of primary and secondary poverty intro- 
duced by Rowntree need to be clarified. As the above discussion makes it clear, 
primary poverty relates to what is now termed absolute poverty, i.e., insuffi- 
cient income to afford a minimum standard of living. This is to be contrasted 
with secondary poverty, where income is sufficient but allocation is inefficient 
due to poor ability. Inefficient allocation can conceivably result from many 
sources, but Rowntree has cited three: gambling, drinking and inefficient 
housekeeping. This is a topic of perhaps some interest, but in the present 
article, we do not delve further into this topic. 

Finally, it appears that there is some measure of ambiguity about whether 


14. LV. Sawhill, “Poverty in the U.S.: Why is it so Persistent", Journal of Economic Literature, vol. 26 
(1988), p. 1076. ! 

15. J. Rawls, A Theory of Justice (Cambridge, Massachusetts: Harvard University Press, 1971). 

16. Rowntree, op. cit., p. 84. 
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poverty should be viewed from a welfarist or a non-welfarist perspective. In 
other words, is it concerned with the level of resources of the poor or with 
economic well-being? According to Sen, the subject should adopt a non-welfarist 
approach and the concern should be with the level of resources, not the family's 
sense of well-being.!? But as indicated from a review of the existing literature, 
this perspective has been far from universally adopted. 


The Poverty Line. The poverty line defines the minimum acceptable 
standard of living for the society. It divides the population into two groups: poor 
and non-poor. When an individual is poor, he has a standard of living that is 
below the minimum acceptable level. Thus, the definition of the poverty line is 
based on two concepts: (i) the concept of a standard of living; and (ii) the 
concept of the minimum acceptable level. The standard of living is a multidi- 
mensional concept. It encompasses all the commodities an individual consumes 
and all the activities in which he or she participates. Given this multidimen- 
sional aspect of standard of living, to define a poverty line, one ought to specify 
a minimum acceptable level for all the different dimensions.!? These different 
dimensions could relate to different basic needs such as food, health, education, 
clothing, fuel and transport. If a household fails to provide an adequate level 
for any one of these basic needs, it is counted as poor. However, there are a 
number of difficulties with this multiple-index approach. To agree on an 
acceptable level for one item of basic needs is not easy, but to agree on many 
different items is extremely problematic. Furthermore, the failure to satisfy an 
item of basic needs may arise from individual preference than from stringency 

_of income. A well-to-do household may be considered poor for its idiosyncrasies 
of preference than for its deprivation due to lack of income. All these difficulties 
have led to a greater reliance on the single indicator of poverty. 

This approach seeks to record the disadvantage in a single index of living 
standard, often summarized in total household income or expenditure. Income, 
which includes both savings and dissavings, is considered to be a better meas- 
ure of a living standard. It is argued that it is possible for an individual to 
choose a level of living below his or her income. But this is decided on volition 
rather than dictated by a lack of income. In this sense, income should be the 
indicator of poverty, since it is a measure of the opportunities open to a 





17. A.K. Sen, "On Weights and Measures: Ínformational Constraints in Social Welfare Analysis", 
Econometrica, vol. 45, no. 7 (1977), pp. 1539—1572. In terms of notation, if y indicates income and u(y) the 
utility from income, then the subject is concerned with y and not with u(y). See Atkinson, op. cit., 
Chapter 1. 

18. Although the basic needs approach to poverty is couched in specific commodity terms and adopts a non- 
welfarist approach, it can be easily translated into welfarist terms. Or in other words, there is behind the 
apparent non-welfarist approach an embedded welfarist perspective. To put it technically, assume x? 
specifies the basket of “basic needs” commodities. Then the utility level associated with x? is u(x°). By solving 
the optimizing problem of the consumer, one can define the money metric utility function: e (p,x°) = [min 
px: u(x) >u (x?)], where p is the level of prices. 
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household and is not influenced by the consumption decisions made.!9 How- 
ever, there are a number of problems with using income as a proxy of family 
welfare. First, income data are very unreliable, since there are problems in 
identifying and assessing production for home consumption and for sale in 
developing countries. Second, income may understate the level of living. A 
family may dissave and its current standard of living may exceed current 
income. Expenditure may then be the more appropriate indicator of welfare. 
Third, the level of living may exceed income if there is sharing. Àn elderly 
parent living with his children may benefit from their expenditures. Fourth, 
income may, in some instances, overstate the standard of living. This happens 
when money alone is not sufficient to buy the necessities; for example, when 
there is rationing or unavailability of goods. For all these reasons, poverty 
incidence is now calculated on the basis of household expenditures rather than 
incomes; for a variety of reasons, expenditures are usually measured more 
accurately than incomes in surveys. 

To arrive at a poverty line at the operational level, the single index is the 
standard practice. There are two general approaches in this regard. One is to 
determine a bundle of basic goods, consisting of food and non-food items, and 
then calculate the income required to purchase this bundle at current prices. 
Denoting the food items by vector xf, purchasable at pf prices and the non-food 
items by the vector x^f, purchasable at prices p™, the poverty line is defined as 


À (pf xf + p£ xnf) A21 


where À is a provision for inefficient expenditure or waste. 

There are three problems with this approach. First, the notion of a basic 
good is a matter of value judgment. What will be considered a basic good by one 
investigator will be deemed as non-basic by another.2° Second, some basic 
goods are provided from the public budget. The Indian norm on the poverty line 
excludes these public goods. The implicit assumption has been that these 
public goods are provided adequately to all sections of the population. Whether 
this is materialized, especially in the case of health, education, water supply 
and sanitation, is questionable. Third, prices of many commodities vary accord- 
ing to location, year and the socioeconomic status of the consumer. The poor 
often pay more for an inferior variety; the rich often pay less for a superior 
variety. These issues become extremely important if comparisons are made 
over time and space. 

The other approach determines the poverty line more directly on the basis 
of food requirements. It was used by Orshansky to develop the poverty line for 


19. This notion is advocated by those who subscribe to the minimum rights approach, as noted earlier. 
20. Rowntree, for example, included an allowance fortea, which has little or no nutritional value, and many 
would be inclined to exclude it from the list of basic food items. 
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the United States and is now widely used for calculating poverty in developing 
countries.?! First, the minimum expenditure necessary to satisfy the minimum 
nutritional intake should be determined. However, the determination of the 
minimum nutritional intake is a formidable task. Many economists in develop- 
ing countries working in this area apply the Food and Agriculture Organiza- 
tion/World Health.Organization guidelines on minimum "energy requirements". 
The minimum food expenditure thus calculated is then multiplied by an appro- 
priate proportion to allow for non-food requirements. In more precise terms, 
denoting the food items by the vector xf, purchasable at pf prices, the minimum 
food expenditure is given by pfxf. Then the poverty norm becomes 


Opíxí | 051 


where 0 is a multiplier to incorporate non-food items and to provide for ineffi- 
cient expenditure. By incorporating non-food along with food items, the 
Orshansky approach seems to capture, at the operational level, the notion that 
poverty has a social as well as a biological dimension. But the important issue 
which remains to be resolved is, what is the appropriate multiplier? That is, 
how does one determine 0? Orshansky used (the reciprocal of) the average ratio 
of food expenditure to the total expenditure in the population. There are, 
however, other possibilities and refinements. 

There are at least two major problems with the nutrition-based food 
approach. First, in the case of food requirements, physiological needs may be a 
good starting point. Even then, it is difficult to determine x‘ with any precision. 
There is no specific level of food intake required for survival. Nutritional needs 
depend on the location as well as the occupation of the individual. They vary 
from person to person, and even from one day to another for the same person. 
"Therefore, any nutritional statement can only be probabilistic; i.e., at a certain 
consumption level, there is a certain probability that a particular person is 
inadequately fed. Second, there is a disparity between expert recommendation 
and actual consumption. Consider a hypothetical example where an individual 
chooses to spend his income on things other than meeting his energy require- 
ments, even though he has the means to do so. It can be argued that such 
individuals are not poor since they could have chosen not to be poor. 

This brings us to the issue of an individual's preference in determining his 
or her poverty status.?? If the poverty norm is viewed as a socially determined 
threshold in regard to some arguments of an individual's utility function, then 
it is irrelevant whether an individual is below the threshold by choice or by 
force of cireumstances.?? In other words, the fact that the utility maximizing 





21. Orshansky, op. cit. 

22. The distinction between the standard of living approach and the minimum rights approach is critical 
here. 

23. A welfarist approach is implicitly taken here. 
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choice is socially suboptimal qualifies the individual as poor. On the other 
hand, if the poverty norm is viewed as a threshold level of welfare, then all 
individuals can reach the same level of welfare with different choices, depend- 
ing on the constraints they face. In this case, individual preferences are 
irrelevant; the overriding consideration is the level of welfare attained by the 
individual.24 According to this perspective, an individual is-classified as poor 
only if the utility maximizing choice does not lead to a welfare level above the 
poverty threshold. The choices in and of themselves are of no significance; 
therefore, it is not meaningful to compare particular items of a choice against 
some thresholds. 

It should be noted that no matter How poverty is defined, at the margin, 
the poverty line is quite arbitrary. Two households may differ only marginally 
in their income levels but find themselves on opposite sides of the divide. 
Rigorous empirical estimates do, of course, make use of sensitivity analysis. It 
may be noted that some recent advances in statistical techniques, such as the 
technique of stochastic dominance analysis, render the reliance on one single 
poverty line unnecessary. For many purposes, these measures of poverty, 
which are basically ordinal in nature, should suffice. 

At the empirical level, the method chosen to arrive at the poverty line is 
often dictated not by the rigor or elegance of one method over another but by 
the availability of data. To those who work on poverty measures, at best an 
income and expenditure survey and a nutrition survey would be available. 
Given this data constraint, the empirical implementation of some poverty 
measures become more difficult than others. In addition, there are a few 
problems in analyzing household income and expenditure surveys. Most sur- 
veys are presented as tabulations of group data, where income shares of 
households are ranked in deciles or income frequency distributions. As poverty 
lines rarely occur at the end points of the group data, interpolation between 
boundaries is often called for. Here different methods of interpolation may lead 
to different results. 


Unit of Analysis. The definition of the unit of analysis raises some 
important issues. In poverty analysis, the unit of analysis should ideally be the 
individual as, it is, in the ultimate analysis, an enquiry into the issue of the 
welfare of an individual. However, in practice, most empirical studies take the 
household as the basic unit of analysis.2° This choice is dictated more by the 
availability of data than by any other considerations. Income-expenditure data 
of an individual within a family are very difficult to obtain. There may be 


24. That is, if one adopts the minimum rights approach, individual preference is irrelevant. However, if 
the standard of living approach is adopted, individual preference can make the difference between rich and 
poor. 

25. There may be many different definitions of a household. The definition which has become increasingly 
popular is the so-called “kitchen” definition, ie., people living at the same address with common 
housekeeping and having a common meal. 
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members within the family with zero recorded cash income but they may not be 
without resources. Indeed, records of income transfers among family members 
are difficult to obtain. Besides data, another important consideration for taking 
the household as the unit of analysis is that it can take into account items of 
expenditure which have "public good" characteristics for family members. If 
some assets are invisible or if there are economies of scale in consumption, 
then the division of family resources by the size of the household will underes- 
timate the individual level of economic well-being. However, it may be possible 
that, within the family, there are unequal standards of living between mem- 
bers. There is some convincing empirical evidence which shows disparity in 
consumption between sexes within the household.”* In light of this fact, there 
is some doubt on the use of household as the proper unit of analysis for poverty 
measurement.?! 


Equivalence Scales. In this discussion so far, the poverty line has been 
considered as a single number. In fact, the poverty line is different for house- 
holds of different sizes and types. The index numbers which relate the poverty 
lines for different household types are referred to as equivalence scales. These 
are used to make welfare comparisons between households with different 
characteristics. What cost-of-living indices are to welfare comparisons for a 
given household facing different prices, equivalence scales are to the poverty 
line for comparing poverty across households. While the cost-of-living indices 
are based on the assumption of unchanging tastes, equivalence scales are 
based on the premise of differing tastes between households due to variations 
in observable characteristics. 

Three main approaches have been adopted for the determination of the 
equivalence scales for different types of households. One is the survey of 
individual assessments of needs. As the method uses survey questionnaires to 
elicit household preferences, it introduces a strong subjective element in the 
construction of equivalent scales. The other is empirical investigation of the 
expenditure behavior of households. Here again different assumptions about 
the effect of demographic variables on the cost function leads to different kinds 
of equivalent scales. And still another is the nutritional and physiological 
studies. The estimated scales are likely to vary considerably across time and 
space as nutritional needs depend on climatic and environmental conditions, 





26. A.K. Sen, Resources, Values and Development (Delhi: Oxford University Press, 1984). If such disparities 
exist, then the conventional measures based on the assumption of an equal distribution of resources 
between household members may lead to distortions in the true nature and extent of poverty. See also L. 
Haddad and R. Kanbur, “How Serious is the Neglect of Intra-household Inequality”, Economic Journal, vol. 
100 (1990), pp. 866-881. 

27. Atkinson states that there is a strong case for measuring poverty on an individual basis from the 
minimum rights perspective. It is by posing the poverty problem on an individual basis that important 
gender issues such as the feminization of poverty can be meaningfully addressed. A.B. Atkinson, 
“Comparing Poverty Rates Internationally: Lessons from Recent Studies in Developed Countries", The 
World Bank Economic Review, vol. 5, no. 1 (1991), pp. 3-21. 
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health and work habits. Needless to emphasize, the different methods used to 
arrive at such scales can produce very different results. 

Table 1 shows the equivalence scale, called the Amsterdam Scale, used 
in a study of consumer expenditure in the United Kingdom.?? In this table 
the adult male is the unit of measurement and the other members of the family 
have been expressed in terms of adult-male equivalents. Poverty studies from 
developed countries have used a whole range of different scales. The scale for a 
couple, relative to a single person, ranges between 1.25 and 2.0 (although there 
is a clustering around 1.6 to 1.7) and that for a child between 0.15 and 0.75.7? 


Table 1: The Amsterdam Scale 








Age Group Male Female 
Under 14 years 0.52 0.52 
14 — 17 years 0.98 0.90 


18 years and over 1.00 0.90 


Source: R. Stone, The Measurement of Consumers’ Expenditure and Behaviour in the United Kingdom, 
1920-38, Volume 1 (Cambridge: Cambridge University Press, 1954). 


To sum up, the poverty studies indicate that there are substantial varia- 
tions in equivalent scales in terms of how much weight to place on increments 
to family size. At the one extreme, there are instances where no adjustment has 
been made for the family size; on the other, there are analyses which make full 
adjustment for the family size, ignoring economies of scale in producing and 
consuming household goods and services. However, in many developing coun- 
tries, the analyst is compelled, because of lack of data, to adopt the no- 
adjustment method. That is, the analyst derives a poverty line for a household 
of “average” size and composition and applies that to each household, irrespec- 
tive of its size and composition. Needless to emphasize, this procedure may 
result in a large estimation error.?? 


28. R. Stone, The Measurement of Consumers’ Expenditure and Behaviour in the United Kingdom, 1920- 
38, Volume 1 (Cambridge: Cambridge University Press, 1954). 

29. Atkinson, op. cit. 

30. For an empirical demonstration on how the different definitions of an “average” household leads to 
different levels of potential error in poverty estimates, see S. Bhalla and P.S. Vashistha, "Income 
Distribution in India: A Reexamination", in Rural Poverty in South Asia, ed. T.N. Srinivasan and P.K. 
Bardhan (New York: Columbia University Press, 1988). 
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The Measurement of Poverty 


Cardinal Measurement of Poverty. All single-index poverty measures 
count an individual or household to be in poverty if the income or expenditure 
falls below a given poverty line. 

To illustrate these measures, let us assume that there are n households 
and let the income of unit i be y;. If the incomes are arranged in ascending order 
and the poverty line is z, then 


Yı S Ya € Yge < Yq <Z< Ygl S S Yn (1) 


Denote by p the set of the poor and q the cardinality of the set p. That is, there 
are g units below the poverty line. The most commonly used measure of 
poverty, called the headcount ratio, is the number of income-receiving units as 
a fraction of the total population. If q is the number of the poor in a population 
of size n, then the headcount ratio is given by 


H - q/n (2) 


While it is useful as a summary measure of poverty, it reveals nothing about 
the depth or severity of poverty. That is, how poor are the poor??! 

A family of poverty measures which can address this issue is the poverty- 
gap measures. These measures provide a good indication of the depth of 
poverty. The poverty gap of an individual i is given by gi = (z — yy and then the 
aggregate poverty gap is given by g = (z-y,). The corresponding poverty gap 
ratios are denoted by gi/z and g/z. The aggregate poverty gap is often normal- 
ized by the number of the poor to obtain the average poverty gap (g/q). Sen 
focuses on a slightly different normalization to obtain the income-gap ratio: 


G - (l/gz) "E (z-y;) 


Expressed as a percentage of the poverty line, the income gap ratio measures 
the proportion by which the average income (or consumption) of the poor would 
have to increase in order to eliminate poverty completely. 

H and G are, in a sense, complementary. H captures the number of people 
in poverty but not its depth, while G measures the depth of poverty but is 


31. The headcount measure has been subject to other criticisms as well. For example, it has been argued 
that poverty is not a really discrete, either or condition; and as such one does not shed the affliction 
associated with poverty by crossing an income line. See H.W. Watts, “An Economic Definition of Poverty”, 
in On Understanding Poverty, ed. D.P. Moynihan (New York: Basic Books, 1968), p. 325. Whether one 
accepts this criticism depends on one’s notion about poverty. 
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insensitive to the number involved. Neither measure is sensitive to redistribu- 
tion of income within poor units. That is, if a dollar of income is taken away 
from the poorest unit and is given to a richer unit but still below the poverty 
line, then G will remain unchanged. In other words, G does not reflect the 
severity of poverty. 

Sen has noted the desirable properties of a poverty measure, which 
include the sensitivity of the measure to the number of poor, to the depth of 
poverty, as well as to the distribution of income among the poor.?? He has 
formalized the requirements in the following two axioms: 


Monotonicity axiom: Other things remaining the same, a reduction in 
the income of any poor household will increase the poverty measure. 


Transfer axiom: Other things remaining the same, a transfer of income 
between two poor households—from a poorer household to a richer one— 
will increase the poverty measure. Simply put, any increase in inequality 
among the poor, due to one or a series of regressive transfers, must be 
reflected in a higher level of poverty. 


It can be readily seen that H violates both these axioms. Since H meas- 
ures only the number of households under poverty, a fall in the income of any 
household leaves the measure unchanged. It thus runs contrary to the 
monotonicity axiom. Similarly, H is unaffected by a transfer of income from any 
poor household to any richer household, and this violates the transfer axiom. 

It can be seen by inspection that the income gap measure satisfies the 
monotonicity axiom but does not satisfy the transfer axiom. A fall in the income 
of any household under the poverty line will increase the poverty measure. The 
measure is, however, unaltered by any mean-preserving transfer of income 
among households below the poverty line. For example, a direct transfer from a 
poor household to another less poor household will increase the poverty gap of 
the first household by exactly as much as it will reduce that of the second 
household, leaving the measure unchanged. In addition, G is insensitive to any 
change in the number of poor households: if the population below the poverty 
line were duplicated with the same characteristics, this would leave G 
unchanged. 

Sen has proposed a distributionally sensitive index which combines the 
properties of H and G in an ingenious way.?? This index is given by 


S = H{G+(1-GQd] 





32. A.K. Sen, “Poverty: An Ordinal Approach to Measurement”, Econometrica, vol. 44, no. 2 (1976), 
pp. 219-231. 
38. Sen, op. cit. 
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where d is the Gini coefficient of income distribution among the poor.?* Sen 
provides the following interpretation of his index. He states that G represents 
poverty as measured by the proportionate gap between the mean income of the 
poor and the poverty line. In addition to the poverty gap G, there is another gap 
arising out of the unequal distribution of the mean income. This is reflected in 
the Gini coefficient, d, multiplied by the mean income ratio (1—G). The result- 
ing composite income gap measure takes note of the inequality among the poor 
but does not take note of the number of people below the poverty line. Thus, 
multiplying [G + (1-G) d] by the headcount ratio H produces the composite 
index S which satisfies both the monotonicity and transfer axioms. The Sen 
index is an interesting summary measure of poverty and has been extensively 
used in empirical research. 

Although the Sen index is one of the most well-known of the poverty 
indices, it suffers from a number of deficiencies when it comes to practical 
applications. It has been noted that the weights used for the shortfall from the 
poverty line depend on the rank order that a poor person occupies among all 
the poor and this introduces an element of relative (though within the poverty 
range) poverty into the measure of absolute poverty.99 Sen, in defense of this 
procedure, argues that "the lower a person is in the welfare scale, the greater 
his sense of poverty". However, many are not persuaded by this argument. 
For example, it has been contended, “the arguments about relative position and 
ranking are more persuasive for inequality measurement than for poverty 
measurement" 2? 

A class of additively separable measures, which has been quite widely 
used in recent years, is that proposed by Foster, Greer and Thorbecke (hence- 
forth referred to as FGT).?8 This class of measures is additively separable in 
the sense that poverty measures by population subgroups can be aggregated to 
yield a single measure of poverty for the population as a whole. The FGT class 
of poverty measures is given by 


F (a) = (1n) E, Jz)? az0 


The FGT class of measures views poverty essentially as a function of the 
poverty gap ratio, which is raised to a power of a, a parameter which reflects 
concern for this shortfall. The FGT class of measures subsumes a number of 





34. The Gini coefficient is an aggregate measure of inequality, which can vary from zero to one, the former 
implying perfect equality and the latter perfect inequality. 

35. Streeten, op. cit. 

36. Sen, op. cit., p. 222. 

37. A.B. Atkinson, "On the Measurement of Poverty", Econometrica, vol. 55, no. 4 (1987), p. 755. 

38. J.E. Foster, J. Greer and E. Thorbecke, “A Class of Decomposable Poverty Measures", Econometrica, 
vol. 52, no. 3 (1984), pp. 761-766. 
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commonly used poverty measures as special cases: Note that when a = 0, i.e., 
there is no concern for the depth of poverty, then F(0) = H; i.e., the measure 
becomes the headcount ratio. When a = 1, reflecting uniform concern for the 
depth of poverty, then F(1) = HG; i.e., the index reduces to the income gap.ratio 
normalized by the number of households in poverty. When a - 2, reflecting 
heightened sensitivity for the depth of poverty, then 


F (2) = HLG? + (1-GY Cp?] 


where Cp stands for the coefficient of variation of income among the poor.?? 


The FGT class of measures is consistent with the monotonicity axiom for 
a > 0 and with the transfer axiom for any a > 1. For a > 2, the FGT class of 
measures also satisfies the transfer sensitivity axiom.*° This axiom requires 
that a (regressive) transfer from a poor to a less poor household will result in an 
increase in the poverty measure, but the rate of increase will be smaller, the 
higher the initial incomes of the two households. In addition to the above 
desirable properties, the FGT class of measures has been found to be of great 
advantage in empirical application. 

As mentioned earlier, the F(a) index has an attractive *decomposability" 
property. It is decomposable in the following sense: If a population of n units is 
divided into m subgroups with the number of units in each subgroup as n,, then 
the aggregate index F(a) for the entire population is a weighted average of the 
aggregate indices of the subgroups, the weights being their population shares: 


F(a) = X (n/n) F; (a) 


The class of additive separable FGT measures is subgroup monotonic; i.e., an 
increase in poverty in any single group, while that of other groups remaining 
the same, will increase the overall poverty measure. This decomposability 
property is particularly useful for the purpose of constructing and interpreting 
poverty profiles. When the subgroups within a population have well-defined 
socioeconomic characteristics (for example, rural and urban, male and female, 
or different regions within a country), decomposability enables one to isolate 
the salient features of the poor. As decomposability permits straightforward 
estimation of the standard error of the poverty measure, it allows determina- 
tion statistically whether poverty is significantly higher in one group than in 
another. This index is now extensively used in empirical applications. 





39. Note that the squared coefficient of variation is defined as the variance (where each observation has 
equal probability) divided by the square of the mean. 
40. N.C. Kakwani, "On a Class of Poverty Measures", Econometrica, vol. 48, no. 2 (1980), pp.437—446. 


Understanding Poverty: Conceptual and Measurement Issues 105 


Ordinal Measurement of Poverty.*! There is a degree of arbitrariness 
in any cardinal measurement of poverty. The source of this arbitrariness is 
essentially twofold. One relates to the choice of the poverty line and the other to 
the specific functional form of the poverty measure. However, for many pur- 
poses, there is no need for precision of a cardinal measure; ordinal ranking of 
income distributions in terms of poverty will suffice. This ordinal ranking, 
which does not depend on one particular line or one particular poverty meas- 
ure, utilizes the technique of stochastic dominance analysis. While the details 
of stochastic dominance analysis are somewhat mathematically involving, 
some of the basic idea can be explained in intuitive terms. 

Consider a range of poverty lines, maximum being defined by a highest 
permissible income level, and a class of poverty measures which satisfy certain 
mild conditions (viz., the measures are continuous, separable, symmetric and 
weakly monotonic) Then poverty has unambiguously declined between two 
dates (say, before and after the policy change) if the cumulative distribution of 
income for the latter date lies nowhere above that for the former date over the 
entire interval up to the maximum allowable poverty line (see Figure). This is 
called the first-order dominance condition. If the result is unambiguous, then 
poverty has declined irrespective of the poverty line and the poverty measures 
adopted. However, if the cumulative distribution curves intersect within the 
range of permissible poverty lines, then the results are ambiguous; in other 
words, it implies that different poverty lines and measures will provide differ- 
ent answers. 

If the first-order dominance condition fails, the stronger second-order 
dominance condition may prove useful. However, to apply this, we have to 
restrict our consideration to distributionally sensitive measures which reflect 
the severity of poverty. That is, for a set of distributionally sensitive measures, 
such as FGT measures for which a » 1, the second-order dominance condition 
States that poverty will have fallen if the area under the old cumulative 
distribution function is greater than that under the new: distribution over the 
entire range of admissible poverty lines. As is obvious, the second-order domi- 
nance condition requires more restrictions than the first-order dominance 
condition to achieve an unambiguous ranking of distributions. 


The Characteristics of the Poor*” 


If governments are to alleviate poverty or to assess the effectiveness of 
their policies toward alleviating poverty, they need first of all to identify the 
poor. The poor are far from homogeneous and information about their character- 


41. For technical details, see A.B. Atkinson, Poverty and Social Security (London: Harvester Wheatsheaf, 
1989), Chapter 2. 

42. Most ofthe information and data reported in this discussion are from World Bank, World Development 
Report 1990 (New York: Oxford University Press, 1990); and M.G. Quibria and T.N. Srinivasan, “Rural 
Poverty in Asia: Priority Issues and Policy Options" (Manila: Asian Development Bank, 1991, Mimeographed). 
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Figure 
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Note: The Figure shows that as long as the range of admissible poverty lines is restricted to z, the level of 
poverty is unambiguously higher before than after the policy change. This is ensured by the fact that the 
first-order stochastic dominance condition requires that the cumulative income distribution curve before 
the policy change be above that for the one after the policy change over the range of admissible poverty lines. 
However, if the maximum of the range of admissible poverty lines is z}, rather than z, then the first-order 
dominance condition fails. Assuming that the poverty measure satisfies the required properties, one can 
apply the second-order dominance condition. The second-order dominance condition, for poverty to be 
higher before the change than after, is that the area under the cumulative distribution curve up to 2, for 
before the change exceeds the same for after. 


istics, despite considerable research, is scanty. Based on recent empirical 
studies on poverty in South and Southeast Asia, some characteristics of the poor 
may be discerned.4? 


Locational Characteristics. Geographically, the incidence of poverty is 
much higher in rural than in urban areas irrespective of the criterion or the 





43. Most of these studies are based on simple correlations between poverty and a host of economic, 
demographic and geographic variables. Some recent studies use econometric techniques to obtain 
estimates of the probability of being poor with socioeconomic variables as explanatory variables. See, for 
example, R. Gaiha, *On Measuring the Risk of Poverty in India", in Rural Poverty in South Asia, ed. T.N. 
Srinivasan and P.K. Bardhan (New York: Columbia University Press, 1988). 
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method of measurement. Besides lower income and consumption, there is a 
much higher incidence of malnutrition, illiteracy, infant mortality and sub- 
standard housing in rural than in urban areas. Table 2 provides some evidence 
from Asia. However, as expected, poverty is not uniform across the rural areas. 
Even within the same country, the extent of poverty can vary greatly among 
different parts of rural areas. Often, there is a heavy concentration of the poor 
in areas where arable land is scarce, agricultural productivity is depressed, and 
drought, floods and environmental degradation are severe. Sometimes, poverty 
is widespread in areas which are isolated, with little access to social services 
(education and health) and infrastructure (information, transport and market 
centers). 

Compared with its rural counterpart, an average urban household may 
have a higher income and a greater access to various public services, but this 
does not mean that all urban poor households are better-off than all rural poor 
households. Many urban households suffer from a greater depth of poverty in 
terms of income and consumption compared with their rural counterparts. 
Also, many poor urban households are more deprived than rural households in 
terms of other dimensions of poverty. The urban poor may have to suffer from 
poor housing, contaminated water, and congested and unhealthy environment, 
conditions which may be far worse than those facing the rural poor. 


Demographic Characteristics. Among demographic variables, poverty 
is positively correlated directly with family size and inversely with the number 


Table 2: Rural and Urban Poverty in the 1980s 


Rural Rural Infant Access to 
Population Poor Mortality. Safe Water 
as as (Perthousand (Percentage of 
Percentage Percentage live birth) population) 





of Total of Total Rural Urban Rural Urban 


India 77 79 105 57 50 76 
Indonesia 73 91 74 57 36 43 
Malaysia 62 80 " E 76 96 
Philippines 60 67 55 42 54 49 
Thailand 70 80 43 28 66 56 


.. = not available. 


Source: World Bank, World Development Report 1990 (New York: Oxford University Press, 1990). 
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of income earners in a household. Poorer households tend to be large, with 
many children or other Seen dependent members but few income- 
earning members.“ 

Poverty is higher among households headed by females than among the 
general population in most countries in Asia. The only exception seems to be 
Thailand. The general trend is more pronounced when indicators of poverty 
other than per capita income such as health, nutrition, education and the labor 
force participation ratio are considered. Women encounter varying degrees of 
cultural, social, legal and economic obstacles that most men—even poor men— 
do not face. There are indications of some measure of discrimination against 
women in the labor market.* They often work longer hours and are paid lower 
wages. 


Assets Characteristics. The income of an individual depends on his or 
her assets (including human capital) and the returns on the assets. The poor 
are, almost by definition, deficient in assets. In poorer agrarian economies, the 
most important asset is land, and’ poverty is positively correlated with 
landlessness (see Table 3). While the : poor most often do not own any land, 
even when they do, it is often less fertile, less productive and unirrigated. The 
poor are usually unable to improve their land since they lack sufficient income 
or any easy access to credit. 

Many poor may have access to land through tenancy. A comparison of 
land distribution data in terms of ownership and operation holdings in Asia 
indicates that the latter is much more equitable than the former.*® Although 
many poor own little or no land, they often lease land for farming. Given the 
shortage of land, and the excess of supply of potential tenants, land is often 
rationed in the tenancy market. A largé number of the poor are excluded in the 
process, and those excluded turn out to be the poorest of the poor. They do not 
have any access to land because they do not have the resources required to 
farm the land. 

The poor are often disadvantaged i in the ownership of human resources. 


44. For example, in Thailand in 1988, the average size of the rural poor households at 4.6 was larger than 
that of the rural non-poor at 3.7. Similarly, the dependency ratio (the proportion of non-earners in the 
household) was somewhat higher at 43 per cent for poor households as compared with 38 per cent for the 
non-poor. Quibria and Srinivasan, op. cit. 

45. While women earn less than men, this largely relates to differential asset endowments than discrimi- 
nation in the marketplace. This difference in asset ownership, including human capital, occurs mainly due 
to disparity in intrahousehold resource allocation, including education, health and nutrition. For elabora- 
tion of this argument, see M.G. Quibria, “Gender Issues and Rural Poverty” (Manila: Asian Development 
Bank, 1991, Mimeographed). 

46. For example, in India in 1982, small and marginal owners accounted for 80 per cent of households but 
owned less than 30 per cent of land. The medium and larger farmers, on the other hand, accounted for less 
than 8 per cent of households but 48 per cent of all land. However, when compared with the distribution 
of operational holdings, the picture is more equitable, although still very unequal. The bottom 8 deciles of 
farmers operated nearly 38 per cent of all land while the top decile operated 43 per cent. Quibria and 
Srinivasan, op. cit. 
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Table 3: Poverty and Landholding in Bangladesh, 1978-1979 














Landholding Percentage Mean Mean Headcount 
Class of Total Income Land- Index 
(Acres? of Households (Takaa holdings (Percentage of 
land owned) in Class month) (Acres) population) 
Landless 7.1 508 0 93 
0-05 36.1 560 0.1 93 
05- 1.0 10.5 711 0.7 84 
10- 1.5 8.9 783 1.2 78 
1.5- 2.5 12.1 912 2.0 68 
2.5 — 5.0 18.8 1,163 3.5 45 
5.0 — 7.5 5.7 1,516 6.0 23 
7.5 _ 68 2,155 14.0 . 10 
Total 100.0 865 2.1 70 


a lacre = 0.405 hectare. 
Source: World Bank, World Development Report 1990 (New York: Oxford University Press, 1990). 


They have a lower level of educational achievement." Poor women often have 
too many children, spaced too close together, to the detriment of their health. 
All these undermine their capacity to work as well as their work options. The 
ownership of assets directly affects income opportunities. Without land, the 
poor must hire out their labor. Without human capital, they are limited to low- 
paying unskilled work. Without any asset, the poor are limited in their access 
to any capital and are deprived of any opportunities for self-employment. 


Sources of Income Characteristics. While, by definition, the poor 
have insufficient incomes and fewer assets than the non-poor, they often have 
distinctive sources of livelihood. As poverty is more prevalent in agrarian 
economies, agriculture is the most important source of earnings for the poor. 
Among agricultural workers, there are two groups of poor: the self-employed 
and the wage laborers. The importance of these groups in the composition of 
the poor varies from country to country. Outside agriculture, there is often 
rural non-farm employment consisting of cottage industries, services and com- 
merce. In developing Asia, wages in these jobs are generally lower than agricul- 
tural employment. The poor are concentrated in traditional low-productivity 
small or cottage industries, which require low skills and little capital. In the 





47. This has been consistently established in all Asian developing countries. While there is a significant 
difference in the literacy rate between the poor and the non-poor in all countries, itis more so in some than 
in others. In Thailand the difference seems to be marginal. Quibria and Srinivasan, op. cit. 
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urban areas, informal sector jobs generally pay wages lower than formal sector 
jobs and are the source of livelihood for the urban poor. À large number of the 
urban poor are self-employed in the informal sector. Finally, for some of the 
poor, income transfers are the main source of income. However, these transfers 
arise more often from the generosities of friends and relatives than from the 
bounties of the government. 


Other Characteristics. The specific circumstances of some countries 
suggest some additional characteristics. For example, poverty in Malaysia has 
‘a strong ethnic bias. According to available evidence, the Malay form the 
majority of poor households.*® Similarly, there is a strong correlation between 
caste and poverty in India. 
|. In seeking to probe further into the composition and characteristics of the 
poor, the dynamics of poverty must be taken into account. Poverty can be a 
transitory phenomenon. The poor today may become non-poor tomorrow. Tran- 
sitory poverty can occur due to many reasons. Income may be temporarily 
reduced due to ill health, unemployment, a wage cut or a bad harvest. Families 
may split up, leaving one parent with inadequate income. A sizable number of 
the poor show mobility to the ranks of the non-poor. This does not mean that 
this poverty is not a matter of concern, but that these people are not part of a 
permanent “under class". 

Such mobility requires careful interpretation. It may arise because of the 
life cycle. Rowntree found that the life of the laborer was marked by five 
alternating periods of want and comparative plenty; the periods of want being 
childhood, when he himself had children, and old age.9? If the lifetime income is 
above the poverty level of income, there is no lifetime poverty for this indi- 
vidual. If the capital market is perfect and if the individual can borrow against 
future income at a constant interest; rate, then he or she can maintain a 
constant consumption. In this case, by using a consumption-based poverty line, 
it can be concluded that there is no lifetime poverty. However, if an income- 
based poverty line is used, there will be an indication of poverty. If capital 
markets are imperfect (credits are rationed at a fixed interest rate), the indi- 
vidual will not be able to rise above the poverty line. Similarly, the lack of a 
perfect insurance market may lead to temporary poverty. 

Without perfect capital and insurance markets, some people, who may be 
non-poor on a lifetime basis, may face transitory poverty. Those who are under 





48. Sudhir Anand, Inequality and Poverty in Malaysia: Measurement and Decomposition (New York: 
Oxford University Press, 1983). $ 

49. The social disadvantaged and discriminated groups consisting of the so-called scheduled castes and 
tribes accounted for more than a third ofthe rural poor in India in 1983 even though they accounted for less 
than 12 per cent of rural population. Quibria and Srinivasan, op. cit. For a recent case study of a North 
Indian village which vindicates this correlation, see Peter Lanjouw and Nicholas Stern, “Poverty in 
Palanpur”, The World Bank Economic Review, vol. 5, no. 1 (1991), pp. 23-55. 

50. Rowntree, op. cit. 
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transitory poverty may be helped by transfer and other programs or perhaps by 
public interventions to remove the relevant market imperfections. But those 
who are under permanent poverty, either because of lack of assets or lack of 
employable skills, wil not be helped by the possible redressal of market 
imperfections. They cannot be helped by mere income transfers: they will need 
more assets, possibly made available through a program of asset redistribu- 
tion. In an agrarian setting, this may involve a more egalitarian distribution of 
land, but implementation of land reform programs is fraught with many 
practical difficulties. 


Concluding Remarks 


The previous discussion has brought out an important distinction be- 
tween those who are chronically poor and those who are temporarily poor. 
Those who are chronically poor, despite their best efforts, would be poor even in 
a world free of distortions of any kind. Those who are temporarily poor are poor 
either because of market distortions or imperfections or because of their inabil- 
ity to avail themselves of the opportunities open to them. This distinction has 
important implications both for the measurement of poverty and for policies to 
alleviate poverty. To lift the chronically poor out of their poverty there is a need 
for a targeted policy of asset transfers (or equivalently perpetual income 
transfers). Transitory poverty (e.g., temporary income shortfall because of 
drought in the absence of insurance, or life-cycle poverty in the absence of 
perfectly functioning credit markets) will require the creation of “safety nets", 
if the market imperfections and distortions cannot be removed. 

One of the most lively debates about the causes and cures of poverty has 
focused on the relationship between economic growth and poverty allevia- 
tion.9! According to the so-called *trickle-down" view, rapid economic growth is 
both a necessary and sufficient condition for poverty reduction. A range of 
opposing views, commonly referred to as the “basic needs approach", argues 
that while growth may be necessary, it is by itself not sufficient; there is need 
for some intervention in favor of the poor.9? 

The foregoing distinction between chronic and transient poverty can shed 
some further light in this respect. As far as transient poverty is concerned, fast 
growth and economic dynamism can help, but this does not have any direct 
bearing on the problem. As far as chronic poverty is concerned, fast growth and 
economic dynamism can help in the long run; but in the meantime, there is a 





51. Thereisa sizable literature on this topic. For an interesting recent discussion, see J. Bhagwati, "Poverty 
and Public Policy”, World Development, vol. 16, no. 5 (1988), pp. 539-555. 

52. There is yet another view which argues that the relationship between provision of basic needs and 
growth need not necessarily be competitive but can be complementary. According to this view, considera- 
tions of optimal growth entail some measure of balance between growth and basic needs. See, for example, 
M.G. Quibria, “An Analytical Defense of Basic Needs: The Optimal Savings Perspective”, World Develop- 
ment, vol. 10, no. 4 (1982), pp. 285-291. 
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need for direct intervention in the form of asset transfers as well as investment 
in human capital formation through education and training. 

In conclusion, the dominant approach to measuring poverty adopted by 
development economists has been essentially economic and non-welfarist in 
perspective. This approach has apparently some serious shortcomings and has 
recently come under some criticism. It is argued that all individuals are 
members of society; therefore, all their social and economic connections should 
be taken into consideration in determining their poverty status. Indeed, ac- 
cording to some analysts, even if the extent of poverty as measured by income 
or expenditure remains unchanged, but the quality and character of the social 
and economic relations changes for the better, then, in a: real sense, poverty 
decreases.9? For example, it was noted that the proportion of households with 
incomes below the poverty line increased in about two decades and nearly 40 
per cent of the households experienced a decline of over 5 per cent in their real 
incomes, nevertheless, the poor considered themselves better-off.5* This sense 
of increased welfare stemmed from reduced dependency on patrons for market- 
ing assistance, production credit and consumption loans, as well as from 
decreased reliance on (what the poor considered to be) inferior jobs. 

According to this perspective, to have a complete picture of the status of 
the poor, it is important not only to quantify poverty but also to describe the 
socioeconomic environment facing the ipoor and the changes in it. In delineat- 
ing this environment, it is important to consider the relationship of the poor to 
the state. This relationship helps define the poor's access to services, subsidies 
and transfers provided by the state as well as their role in the formulation, 
adoption and implementation of state policies that affect them. In other words, 
this approach appears to call for a more general politico-economic perspective, 
rather than a mere economic perspective. While this will no doubt provide a 
much broader perspective, it will also lead to a sacrifice of the quantitative 
precision of the conventional poverty measures adopted in the economic 
literature. 





53. N. Jodha, "Social Science Research on Rural Change: Some Gaps", in Economists and Anthropologists, 
ed. P.K. Bardhan (Delhi: Oxford University Press, 1989). This argument can also be formalized in economic 
terms as follows. Assume that x denotes the basket of commodities consumed by an individual and 
u (x/s) denote the associated utility level, where s is a parameter (however defined) denoting the quality 
of social and economic relations with other members of society. Assume that p is the level of prices and y 
income, then the indirect utility function, derived from solving the constrained (direct) utility maximization 
problem of the consumer, can be stated as: v (p, y/s) = [max u (x/s) : px <y ] p,y = 0. The partial derivates 
ofv, with respect to p, y ands are denoted, repectively, by v „v, and v, and obey the following sign conditions: 
v, «0, Vy > 0 and v, >0. The signs of the first two derivatives are well known while the third one implies 
that as the quality of social and economic relations improves, the individual’s welfare increases. Assume 
that p remains the same but y changes—the change in real income being in the same direction as the change 
in y—and so does s. Then totally differentiating v, one gets: du = vydy * v,ds. Now dv > Oif vydy t vds > 
0. This shows that even if dy < 0 but ds > 0, then it is'possible to have du > 0. That is, with an improvement 
in the quality and character of social relations, even if real income suffers a slight decline, the real welfare 
of the individual may improve. Finally, dy /ds = -voy <0, which defines the marginal rate of substitution 
between (real) income and the quality of social-economic relationship. It shows by how much one has to 
improve to compensate for the loss of the other, for.the individual to remain in the same welfare level. 
54. Jodha, op. cit. 


Aspects of Urbanization and the 


Environment in Southeast Asia 
Ernesto M. Pernia* 


rbanization, involving changes in human settlement systems over 

time, is commonly perceived as an integral part of the development 

process. In developing Asia, which has been widely acclaimed as the 

world's most dynamic region especially in the 1980s, issues of 
urbanization and spatial development have remained on the forefront. They 
have also become more varied, largely as a consequence of varying economic 
performance across countries. For instance, while rapid growth in some econo- 
mies such as the Republic of Korea; Malaysia; Taipei, China; and Thailand 
resulted in substantial reductions in poverty, income-distributional concerns 
(across households and regions) in these economies appear to have persisted 
while urban congestion and environmental problems have become more 
pronounced.! The Asian economies with lower economic growth rates, on the 
other hand, continue to experience poverty, unemployment and rural back- 
wardness apart from resource depletion, urban congestion and environmental 
degradation. 

Although dealing with spatial imbalances is considered by many analysts 
as neither a necessary nor a sufficient condition for improving socioeconomic 
welfare, there appears to be an evolving school of thought on the need for 
addressing such imbalances. Some argue that to the extent that these spatial 
imbalances are attributable to market failure, policy intervention is necessary. 
Others argue that because these imbalances are caused by historical forces and 
biases inherent in capitalist systems, even stronger intervention is required. It 
may be added that inasmuch as there tends to be a strong association between 
large urban concentrations and environmental degradation, policy interven- 
tion is necessary and appropriate. In other words, while policy intervention on 
spatial imbalances per se may be debatable, such intervention becomes 


* Senior Economist, Economics and Development Resource Center, Asian Development Bank. The 
author wishes to acknowledge the helpful comments given by Richard E. Stren, Joseph Whitney, A.LA. 
Islam, J.M. Dowling, R.O. Wada and J.S. Lee on earlier versions of the article. 

1. References to Taipei, China are to the island of Taiwan. 
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imperative and appropriate when concentrations of population and economic 
activity (large cities) result in negative externalities (social costs) on the 
environment. 

It is not clear whether the perceptions and inclinations of governments 
regarding spatial concerns, as revealed for example in U.N. surveys, have been 
translated into appropriate policies, to what extent these policies have actually 
been implemented and at what level of commitment, and what results have 
been achieved. Most reports on the effectiveness of spatial and urban policies 
have generally not been encouraging. The main conclusions thus far seem to be 
that most developing countries do not really have explicit national spatial 
Strategies as such, that explicit dispersal policies have been largely ad hoc, and 
that these dispersal policy measures have been offset by the more powerful, 
though perhaps unintended, side effects of macroeconomic and sectoral 
policies.? 

The experience of countries in developing Asia seems to suggest that 
improvements in urban environment and in prospects for sustainable develop- 
ment are associated with three policy approaches. The first comprises 
macroeconomic policies that allow the market mechanism to work and foster 
institutions, infrastructure and technology which are conducive to labor-inten- 
sive growth.? Because these policies have few distortionary effects on the 
economy, they also tend to have the minimum of spatial biases (in favor of large 
cities) while promoting rapid economic growth. The second concerns the provi- 
sion of such essential social services as education, health and family planning, 
especially to the poor. The third approach is represented by urban manage- 
ment policies that specifically address such problems as transport, water and 
sanitation, and housing. 

To the extent that rapid economic growth results from appropriate 
macroeconomic policies, more resources can be made available for social serv- 
ices and urban management, which in turn can be made more effective. But 
this connection cannot be taken for granted and, therefore, there is a need for 
strong social policy and urban management policy measures. Given the three 
sets of policies (viz., macroeconomic, social and urban management), an effec- 
tive environmental policy is needed to ensure sustainable development, i.e., 
"development that meets the needs of the present without compromising the 
ability of future generations to meet their own needs".^ Although perhaps 
existing in name, a real and effective environmental policy has been largely 





2. H.W. Richardson, “National Urban Development Strategies in Developing Countries”, Urban Studies, 
vol. 18 (1981), pp. 267-283; B. Renaud, National Urbanization Policy in Developing Countries (New 
York: Oxford University Press, 1981); R.J. Fuchs, G.W. Jones and E.M. Pernia, eds., Urbanization and 
Urban Policies in Pacific Asia (Boulder and London: Westview Press, 1987); and G.S. Tolley and V. 
Thomas, eds., The Economics of Urbanization and Urban Policies in Developing Countries, A World Bank 
Symposium (Washington, D.C.: World Bank, 1987). 

3. World Bank, World Development Report 1990 (New York: Oxford University Press, 1990). 

4. World Commission on Environment and Development, Our Common Future (New York: Oxford 
University Press, 1987), p. 43. 
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wanting in developing Asian countries in general. In Southeast Asia, environ- 
mental policy is just beginning to evolve in the official and popular conscious- 
ness and may take some time to have an impact, unless a determined political 
will quickly evolves from the top leadership. 

This article attempts to survey issues of urbanization in relation to the 
environment in four Southeast Asian countries, viz., Indonesia, Malaysia, 
Philippines and Thailand. The central theme is that, given continuing popula- 
tion growth, accelerating urbanization and the need for improved living stand- 
ards, rapid and sustained economic growth is a necessary but not sufficient 
condition for sustainable development; social (including urban management) 
and environmental policies are required to complement economic policy. Un- 
derlying this theme is the assumption that fundamental and radical restruc- 
turing of national economies, let alone the world economy, to suit ecological 
desiderata is not practicable. It is more likely that the ways of the market 
economy will continue, and therefore a set of environmental agenda needs to be 
framed in cognizance of this reality. 

The article first presents stylized facts regarding urbanization and devel- 
opment using data on various countries in Asia to serve as a context for the 
subregional focus. This is followed by a brief discussion of macroeconomic 
growth and human development, which are integral components of, or underly- 
ing factors for, sustainable development. The article then focuses on the ques- 
tion of basic needs and of public services supporting human settlements. 
Subsequently, it discusses environmental policy and other closely related poli- 
cies and, finally, summarizes some conclusions drawn from the analysis and 
discussion. 


Urbanization and Development in the Asian and Pacific Region 


Viewed in the context of the historical experience of the developed coun- 
tries and the contemporary experience of other world regions, the pace of 
postwar urbanization in the Asian and Pacific region has not been extra- 
ordinarily rapid. As a consequence, current urbanization levels in Asian 





5. It is important to be clear about the distinction between “urbanization” and “urban population 
growth". According to accepted practice in the literature, urbanization is here defined as the rise in the 
proportion (percentage share) of the total population living in urban places. This connotes a changing 
balance between rural and urban populations brought about by spatial shifts (migration) of people from 
rural to urban areas and by differences in the rates of natural increase of population in the two areas. 
Hence, urbanization—a structural phenomenon linked to structural economic change—should not be 
confused with urban population growth which is a measure of absolute change which refers only to urban 
areas and has no reference to rural population growth. It is obvious, however, that urbanization and 
urban population growth are closely related. Corresponding terminology used in this article also needs 
clarification. Level of urbanization refers to the proportion (percentage) of the population that is urban at 
a point in time, while rate of urbanization is the pace of change in the level over time. The latter is also to 
be distinguished from rate of urban growth which refers to the increase in the number of people living in 
urban places relative to the number at the start of a given interval. 
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developing countries are not high by world standards. As of 1990 the level of 
urbanization for the world as a whole is estimated to be 43 per cent, for the 
more developed regions 72 per cent, and for the less developed regions 34 per 
cent. For the Asian and Pacific region, urbanization is 30 per cent, for Latin 
America 72 per cent, and for Africa 33 per cent. Given this region's vastness 
and heterogeneity, however, its relatively low average level actually masks the 
pronounced variation across subregions and countries (see Table 1). 

In 1990 only the Republic of Korea had exceeded the 50 per cent urbaniza- 
tion level as 71 per cent of its population was recorded to be living in urban 
places. All the other countries are less than 50 per cent urbanized, with the 
Philippines, Malaysia and Fiji at 42—44 per cent urban. Indonesia and Thai- 
land (among the middle-income countries) and the People's Republic of China, 
India, Pakistan and Sri Lanka (among the low-income countries) are in the 20— 
32 per cent range. Bangladesh and Nepal (low-income countries) and Papua 
New Guinea (middle-income) are at even lower levels of urbanization. 

What the above implies is that, though urbanization in the Asian and 
Pacific region during the earlier postwar decades had not been particularly 
phenomenal, many countries in the region are likely to urbanize more rapidly 
in the coming years, with consequent stress on the environment apart from 
other pressing urban problems. Comparative data on the pace of urbanization, 
as indicated by the annual percentage change in urbanization level, show that 
the Republic of Korea experienced rapid urbanization in the 1960s and 1970s, 
slowing down in the 1980s (see Table 1). Bangladesh and Papua New Guinea 
also manifested high rates of urbanization in the 1960s and 1970s—mainly 
because they were taking off from very low levels—but a deceleration over time 
was apparent. The other countries, except Sri Lanka, exhibited accelerating 
urbanization from the 1960s through the 1980s. 

What differentiates the Asian and Pacific developing countries from the 
developed countries in terms of historical experience is the extent of urban popu- 
lation growth. Not only are the rates of urban growth in the Asian and Pacific 
developing countries considerably higher but also absolute population increases 
are much larger due to bigger population bases. Also, contemporary urbani- 
zation is qualitatively different in the sense that problems associated with ur- 
banization are of greater magnitude and complexity. These problems include 
unemployment and underemployment, absolute poverty, inadequate infra- 
Structure, housing and basic social services, and environmental degradation. 

Another distinctive phenomenon is the marked concentration of popula- 
tion and economic activity in one or a few large cities, resulting in more intense 
problems of human settlements and the environment. This is commonly re- 
ferred to as urban primacy and the primate city is typically the national 
capital. Thailand has the highest spatial concentration in the region, with 
approximately three-fifths of its urban population and a preponderant share of 
economic activity located in the Bangkok metropolis (see Table 1). Other highly 
concentrated countries are the Republic of Korea, Bangladesh (36 per cent of 
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urban population in Seoul and Dhaka in 1990), and Philippines and Papua 
New Guinea (32 per cent in Manila and Port Moresby). On the other hand, 
countries with low urban primacy are notably the People's Republic of China 
and India (2 and 4 per cent, respectively)—undoubtedly because of their huge 
geographic sizes. Countries that have experienced significant urban 
deconcentration over time are Sri Lanka (from 28 per cent in 1960 to 17 per 
cent in 1990) and Nepal (from 41 to 20 per cent). The other countries appear to 
be showing signs of urban dispersal. 

There is a well-known general association between the level of gross 
national product (GNP) per capita and degree of urbanization, but income 
alone does not offer a sufficient explanation. Historical and geographic param- 
eters, internal and international market forces, macroeconomic and sectoral 
policies, and explicit spatial policies all have direct or indirect associations with 
spatial development and human settlements. It is important to recognize 
these underlying relationships in addressing the issues of environment and 
sustainable development. To the extent that spatial development (urbaniza- 
tion and human settlements) impinges on the environment, some environmen- 
tal amelioration may be feasible by operating on the determinants of spatial 
concentration itself. Given the seriousness of the environmental problem, this 
indirect approach should complement the more direct measures. 

It was only in the 1970s that Asian developing countries became sensitive 
to spatial and urban issues. Explicit spatial policies started to be discussed and 
actually found expression in national development plans. Policy measures to 
pursue decentralization have assumed various forms, including investment 
incentives for lagging regions, controls on industrial location in and migration 
to the metropolitan area, integrated area development, export processing zones, 
and urban growth centers. Ex-post evaluations of these measures, however, 
suggest, inter alia, that location controls were fundamentally unsound and 
investment incentives largely ill-conceived, that the choice of location for ex- 
port processing zones was based not on economic grounds but rather on politi- 
cal considerations, that integrated area development projects may take more 
time before they can have a perceptible impact, and that sufficient resources 
may not have been allocated to the designated regional growth centers." More 
importantly, these explicit dispersal policies have been rendered largely inef- 
fective by the profound spatial biases of macroeconomic and sectoral policies, 
including trade, industrial and agricultural policies.8 


6. Renaud, op. cit.; E.M. Pernia, *Asian Urbanization and Development: A Comparative View", Philip- 
pine Review of Economics and Business, vol. 19 (1982), pp. 383—403; and Tolley and Thomas, op. cit. 

7. A.N. Herrin and E.M. Pernia, "Factors Influencing the Choice of Location: Local and Foreign Firms in 
the Philippines", Regional Studies, vol. 21, no. 6 (1987), pp. 531—541. 

8. While the above generalization may apply to Asian developing countries, there are some exceptions. 
These include the People's Republic of China and India (the former with strong spatial controls), Sri 
Lanka with its relatively egalitarian policies, and to some extent also Malaysia with its emphasis on rural 
development through land schemes, e.g., the Federal Land Development Authority (FELDA) schemes. 
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Urban and Economic Trends in Southeast Asia 


Malaysia and the Philippines have about the same level of urbanization 
at 42 per cent in 1990, while Indonesia's level is about 29 per cent and 
Thailand's level about 23 per cent. The relatively high level in Malaysia is the 
consequence of rapid urbanization in the 1970s and 1980s that accompanied 
high rates of economic growth and industrialization. Urbanization in the 
Philippines, however, has not been similarly fostered by high rates of economic 
growth and industrial transformation. Rather, it has roots largely in the 
country's Spanish colonial tradition of urbanism through “reduction”, by which 
the natives were resettled from scattered rural communities (barangays) into 
compact settlements for the purpose of Christianization.? 

The comparatively low urbanization levels in Indonesia and Thailand are 
attributable to their lower initial levels despite high urbanization rates (3-3.5 
per cent per annum), comparable with that in Malaysia in the 1970s and 1980s. 
Thailand's low national urbanization level is in stark contrast to its atypically 
high urban primacy. This urban primacy has been nurtured by the concentra- 
tion of economic activity in the metropolis—a consequence of urban-biased 
development policy. Also contributing to concentration of population and 
economie activity in Bangkok is Thailand's geography itself, in the sense that 
there is no other city in the country with an international port. 

Urban-biased development policy has also been in operation in varying 
degrees in Indonesia, Malaysia and Philippines where roughly one fifth to one 
third of the urban population is in the metropolitan capital. The comparatively 
low urban concentration in Indonesia must be related to its large territorial 
expanse and can hardly be credited in any significant measure to Indonesia's 
transmigration program, which has had limited success.!! The relatively mod- 
erate urban primacy in Malaysia is the result of slower rural-urban migration, 
which in turn has been made possible by the rural thrust of its development 
policy since the late 1960s, including the promotion of regional growth centers 
since the mid-1970s.!2 A major policy instrument in Malaysia has been the 
development of new land schemes (FELDA), supplemented by such other 
measures as agricultural extension services, provision of credit and marketing 
schemes, drainage, irrigation, and transport facilities. 


9. The strategy of reducción was also applied to Hispanic America so that countries there also exhibit 
urbanization levels that are high relative to other developing countries. See E.M. Pernia, Urbanization, 
Population Growth and Economic Development in the Philippines (Westport, Connecticut and London: 
Greenwood Press, 1977). See also Robert R. Reed, “Hispanic Urbanism in the Philippines: A Study of the 
Impact of Church and State", Journal of East Asiatic Studies (University of Manila, 2 March 1969). 

10. M. Krongkaew and P. Tongudai, "The Growth of Bangkok: The Economics of Unbalanced Urbanization 
and Development”, Discussion Paper No. 90 (Bangkok: Faculty of Economics, Thammasat University, 1984). 
11. H. Sigit, "Inter-Provincial Flow of Migration in Indonesia, 1967—80" (Draft paper prepared for the 
Council for Asian Manpower Studies, Manila, 1984). 

12. S.E. Tan and Y.W. Lai, "Internal Migration in Peninsular Malaysia: Patterns, Determinants and 
Implications" (Draft paper prepared for the Council for Asian Manpower Studies, Manila, 1984). 
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A common characteristic among the four Southeast Asian countries is the 
fact thata dominant proportion of the urban population resides in large coastal 
cities. The figures range from just under two thirds in Malaysia and Philip- 
pines to 77 per cent in Indonesia and as high as 94 per cent in Thailand.!? This 
indicates the vulnerability of urban populations in these countries to rising 
sea-level as a result of global warming. 


Macroeconomic Growth. Paradoxically, environmental problems lead- 
ing to unsustainable development stem from both economic growth and the 
lack of it. Persistent and widespread poverty contributes to environmental 
damage just as the imprudent pursuit of economic growth. What is evidently 
called for is economic policy that promotes rapid economic growth while paying 
serious attention to alleviating poverty and sustaining the environmental 
resource base. The World Commission on Environment and Development main- 
tains that such a new development orientation is possible and essential. !4 

Improvements in the urban environment and chances for sustainable 
development are greatly facilitated by high rates of economic growth apart 
from population growth reduction and efficient social and urban management 
policies. In this regard, Malaysia appears to have currently the best human 
settlements system and probably also the brightest prospect for sustainable 
development in Southeast Asia.!5 Malaysia had the advantage of a relatively 
high GNP per capita of about $310 in the early postwar years (see Table 2). 
Over time the Malaysian economy experienced steady economic growth (see 
Table 3) and structural transformation, including significant shifts from pri- 
mary. to manufactured exports, so that it is now virtually a newly industrializ- 
ing economy. Its income per capita of $2,160 (in 1989) is nearly twofold that of 
Thailand, threefold that of the Philippines, and more than fourfold that of 
Indonesia. Moreover, its urban primacy is relatively moderate and its rural 
areas are buoyant, while its overall population-resource ratio is comparatively 
favorable. This puts Malaysia in a class of its own. 

A review of early postwar data shows that the Philippines was far ahead 
of both Indonesia and Thailand in macroeconomic terms. In the early 1950s 
the Philippines had a GNP per capita of $150, close to double that of Thailand 
but less than half that of Malaysia (see Table 2). As well, the Philippines 
during the 1950s exhibited the fastest GDP growth in real terms among 
Southeast Asian countries (see Table 3). In subsequent periods, however, it 
experienced a gradual slowdown in economic growth, culminating in negative 
growth rates in 1984-1985. 


13. World Resources Institute and International Institute for Environment and Development, World 
Resources 1988-89 (New York: Basic Books, 1988). 

14. World Commission on Environment and Development, op. cit. 

15. Although the Malaysian government appeared to have shifted to a pro-natalist population policy in 
the early 1980s, this has been interpreted more as a Bumiputra policy which aims to raise the weight of 
Malays in the ethnic structure, especially their participation in government, in the private sector, and in 
professional circles. 
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Table 2: GNP Per Capita of Selected Southeast Asian Economies 
($ at Current Prices) 











Year Indonesia Malaysia Philippines Thailand 
1950 5 310 150 80 
1967 50 350 210 170 
1970 90 390 230 210 
1980 480 1,680 680 670 
1989 500 2,160 710 1,220 








.. = not available. 


Sources: World Bank, World Tables 1976, World Debt Tables 1988-89, Social Indicators of Development 
1989, and World Development Report 1991, except for 1950 data which are from Harry T. Oshima, 
Economic Growth in Monsoon Asia: A Comparative Survey (Tokyo: University of Tokyo Press, 
1987), p. 75; and Asian Development Bank, Asian Development Outlook 1991 (Manila, 1991) for 
1988-1990 growth figures. 


Table 3: Real GDP Growth Rates of Selected Southeast Asian Economies 
(Average Percentage Per Annum) 





Year Indonesia Malaysia Philippines Thailand 
1950-1960 3.8 3.7 6.4 5.7 
1960-1973 4.6 6.0 5.4 7.8 
1970-1980 8.0 6.4 5.9 6.6 
1980-1985 4.18 5.5 -0.3 5.7 
1985-1987 3.78 3.6 2.1 5.0 
1988 5.7 8.9 6.3 13.2 
1989 7A 8.8 5.6 12.0 
1990 7.0 9.4 2.5 10.0 





a GNP growth rate. 


Sources: World Bank, World Tables 1976, World Debt Tables 1988-89, Social Indicators of Development 
1989, and World Development Report 1991, except for 1950 data which are from Harry T. Oshima, 
Economic Growth in Monsoon Asia: A Comparative Survey (Tokyo: University of Tokyo Press, 
1987), p. 75; and Asian Development Bank, Asian Development Outlook 1991 (Manila, 1991) for 
1988-1990 growth figures. 
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The 1960s was a period of marked acceleration of economic growth in 
Southeast Asia except in the Philippines. The 1970s saw the best economic 
performance for Indonesia, both historicaly and in comparison with other 
countries. During the first half of the 1980s, Thailand showed the best eco- 
nomic performance among the four countries, although its GDP growth rate 
this time was lower than in the 1960s and 1970s. For the Philippine economy, . 
the early 1980s was the worst period in its postwar history as it suffered a 
cumulative decline of about 11 per cent in 1984—1985, triggered by.a major 
political crisis. This economic contraction led to an increase in poverty 
incidence at a time when poverty was on the decline in other Southeast Asian 
countries. Indonesia and Malaysia were badly hit by the worldwide recession, 
exacerbated by a drastic fall in the price of oil and commodities, thereby 
resulting in a significant economic slowdown during the 1980-1985 period. 
Nevertheless, because of their earlier strong economic performance, poverty 
incidence was kept from rising in both countries. 

After the mid-1980s, the Southeast Asian economies began to recover and 
subsequently, except the Philippines, experienced robust growth. Philippine 
economic recovery was disrupted toward the end of the decade by political 
disturbances and natural calamities, resulting in serious economic and social 
hardships. In the other countries, sustained economic buoyancy was spurred 
by major reforms in the trade, industrial and financial sectors, making these 
economies more diversified and resilient. 

Besides a general reduction in poverty, sustained economic growth has 
facilitated higher investments in education, health, nutrition and fertility 
reduction. Accordingly, Indonesia, Malaysia and Thailand have made remark- 
able strides in human development. By comparison, the Philippines has had 
slow progress in this regard, such that the human capital edge it had over the 
other countries in the early postwar years has virtually disappeared. 16 

Notwithstanding varying rates of economic growth and human develop- 
ment, all the Southeast Asian countries covered are experiencing environmen- 
tal degradation. Economic activity in general and exports in particular in these 
countries are fueled by natural resources in varying degrees. Thus, the more 
rapid is economic growth the faster is resource exploitation and environmental 
degradation. In countries experiencing sluggish economic growth such as the 
Philippines, extensive poverty and rapid population growth contribute to envi- 
ronmental deterioration, besides the usual impact from economic activity and 
pressure of traditional exports. 

In general, countries experiencing buoyant economic growth can have 
greater leeway vis-à-vis environmental goals. Not only are poverty and 
population growth less of a factor, further economic growth can also be made 
less natural resource-intensive by a more diversified economic structure and a 


16. E.M. Pernia, Economic Growth Performance of Indonesia, the Philippines and Thailand: The Human 
Resource Dimension, EDRC Report Series, no. 48 (Manila: Asian Development Bank, January 1990). 
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more environment-friendly development strategy. More resources can be made 
avallable for checking pollution and environmental damage, as well as for 
providing public services that will help to control urban environmental 
degradation. 


Basic Needs and Public Services 


The robust economic performance of Indonesia, Malaysia and Thailand 
greatly facilitated the rise in human capital formation, which in turn contribut- 
ed to higher economic growth rates over time. By contrast, the less impressive 
growth of the Philippine economy resulted in a deterioration of social services, 
with unfavorable feedback effects on its growth performance. At the same time, 
effective population policies in Indonesia and Thailand also contributed to 
better economic performance and improvements in social services and infra- 
Structure. Progress towards satisfaction of basic needs in Indonesia, Malaysia 
and Thailand can be gleaned from reported marked reductions in poverty inci- 
dence compared with continuing high poverty incidence in the Philippines.!? 

Food supply as indicated by daily calorie supply per capita has improved 
in Southeast Asia over the past two decades. However, problems of distribution 
and access remain. These problems tend to become more acute with accelerating 
urbanization as the structure of demand undergoes two types of changes: 
(i) shifts in demand for food from low-cost food (e.g., starchy staples) in rural 
areas to high-cost food (e.g., animal protein and dairy products) in cities; and 
(ii) rising demand for non-food goods such as fuel, housing and transportation. 18 

An important welfare implication of these demand changes, particularly 
insofar as low-income urban households are concerned, is that the per capita 
cost of food requirements rises and yet the command over food is simultane- 
ously reduced because of competing non-food needs. While food versus non-food 
purchases are a matter of individual choice, this situation underscores the 
more difficult bind poor urban households are in compared with rural house- 
holds. Moreover, there is the phenomenon of entitlement (access) shifts as 
households move away from direct and trade (exchange) entitlements to food 
and fuel in rural areas to only trade entitlement in cities. 

Although food demand analysis has had a long tradition, relevant studies 
have not been done systematically to take account of the independent effect of 
urbanization. While demand elasticity estimates from these studies can pro- 





17. In the Philippines, poverty incidence (proportion of families falling below the poverty line) rose from 
49 per cent in 1971 to 59 per cent in 1985; in Metro Manila the increase was from 33 per cent to 44 per 
cent over the same period. The 1988 income survey indicated that poverty incidence at the national level 
dropped to 49 per cent. The comparable figures for Indonesia, Malaysia and Thailand are about 39, 27 
and 30 per cent, respectively. 

18. E.M. Pernia, Implications of Urbanization for Food Policy Analysis in Asian Countries, NUPRI 
Research Paper Series, no. 26 (Tokyo: Nihon University, 1986). 
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vide a clue to broad patterns or directions, they appear to be deficient as 
guideposts for forward-looking food policies especially in countries undergoing 
or about to undergo rapid urbanization and structural change. 

Planning for the food sector has been mainly supply-oriented and has 
been concerned largely with the aggregate supply of grains (mainly rice), with 
little regard to the agriculture-environment link. Not surprisingly, the common 
view is that there is no food problem, which seems to be an oversimplification of 
a more complex issue. Given significant differences in incomes, needs and 
. preferences among rural, urban and metropolitan households, and considering 
their varied responsiveness to food and non-food goods in general as well as to 
specific food items, a disaggregated approach is required for better planning.1? 
Moreover, environmental aspects need to be taken into account if long-term 
food availability is to be ensured. 

A highly visible basic need that also remains unmet for large numbers of 
low-income households in Southeast Asian countries is housing. This problem 
is made manifest by the continuing presence and further proliferation of 
squatters and slum dwellers in urban centers. Because these settlements are 
bereft of even the most basic facilities, they contribute in large measure to 
urban blight and environmental pollution and endanger the continued livabil- 
ity of cities. While in Malaysia and Thailand there has been some noticeable 
alleviation of housing deficiency, in Indonesia low-income housing improve- 
ments have been less visible. In the Philippines the problem appears to have 
taken a turn for the worse, essentially owing to the double squeeze of low 
economic growth and high population growth. 

Estimates of the proportion of urban population living in squatter settle- 
ments in Southeast Asian countries are in the order of 25 to 35 per cent. In 
Metro Manila, for example, the National Housing Authority has estimated the 
incidence of slum and squatter population to be just under 30 per cent in the 
mid-1980s.2° Given the higher fertility rates of women in poor households and 
the slow trickle-down effect of a still feeble economic recovery, the slum and 
squatter population appears to have increased markedly since then. There 
seems to be no end in sight to the housing shortage in the Philippines as the 
increase in urban housing demand for 1987—1992 is estimated to be about 1.6 
million dwelling units while the government has targeted its urban housing 
program for only 627,000 units (or 40 per cent of total) during the five-year 
period.?! The estimated rural housing. demand of some 1.8 million units is 
expected to be untouched by government assistance as there is virtually no 
rural housing program. The total housing need of 3.4 million units does not 
include the housing backlog which refers to households that are doubled-up in 


19. Ibid. 
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substandard units requiring upgrading. The housing issue thus clearly calls for 
innovative and bold initiatives, including individual and community self-help 
efforts and private sector ventures. 

Current Philippine government housing policy stresses the importance of 
private sector initiatives to complement public sector efforts. Incentives are 
being provided to private developers for the production of low-cost housing for 
the poor. For instance, through the National Home Mortgage Finance Corpora- 
tion, the risk to private developers of losing their capital investment is substan- 
tially reduced. 

The housing problem in the other countries is similar though perhaps of 
varying magnitudes. In Indonesia the low-cost housing target was 300,000 
units under Repelita IV (Five-Year Plan IV), with PERUMNAS (National 
Urban Development Corporation) supplying 140,000 units and the private 
sector the remainder.?? The Directorate General of Human Settlements esti- 
mated the accomplishment of PERUMNAS at only 97,200 units and of the 
private sector at 226,300 units. Stumbling blocks to PERUMNAS’s ability to 
raise production levels include, among other things, land acquisition and 
titling, which cause delays of two years or more. 

The experience of countries in East and Southeast Asia (except Hong 
Kong and Singapore) suggests that government policy should not concentrate 
on the public construction of shelter. This specific activity is probably better 
left to private enterprise and to community and self-help undertakings of low- 
income households. Public intervention in the housing sector is likely to be 
more effective and less costly if it focuses on the provision of infrastructural 
services, amenities, and employment opportunities. The effectiveness of such 
intervention will be greater if service standards are made commensurate with 
income levels of the intended beneficiaries to facilitate recovery of costs.?? 

Closely linked to the issue of housing is that of water and sanitation. 
Comparative data on access of urban and rural populations during the early to 
mid-1980s are given in Table 4, showing Malaysia to be the most advanced in 
terms of drinking water and sanitation indicators. Thailand and the Philip- 
pines appear to be about even, although Thailand must have surpassed the 
Philippines in the late 1980s. The apparent retrogression of the Philippines, 
especially in terms of access to urban sanitation services, partly reflects the 
severe economic recession of the early 1980s. Though starting from lower 
levels, Indonesia evinces appreciable improvements in water and sanitation 
services in both urban and rural areas. 

Recent reports indicate that nearly two thirds of the Philippine popula- 
tion is served by water supply systems.?* In Metro Manila up to 92 per cent of 


22. Asian Development Bank, "Indonesia Urban Sector Profile: An Update" (Manila, 1988). 
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Table 4: Access to Safe Drinking Water and Sanitation Services 











(Percentages) 
Population with Access Population with Access 
to Safe Drinking Water to Sanitation Services 
Urban Rural Urban Rural 
1980 1985 1980 1985 1980 1985 1980 1985 
Indonesia 35 41 19 37 29 32 21 38 
Malaysia 90 100 49 66 100 100 55 67 
Philippines 49 81 43 68 81 76 67 66 
Thailand 65 57 63 78 64. 81 41 57 


Source: World Resources Institute, World Resources 1990-91 (New York: Oxford University Press, 1990), 
p. 261. 


the population is reported to be supplied by water systems, but in other urban 
areas only 73 per cent and in rural areas only 53 per cent are reached by such 
systems. The rest have perforce to resort to such other sources as open wells, 
rain and water cisterns, and rivers and streams. 

The percentage of population in the Philippines reached by water supply 
systems must have fallen more recently, however, especially in low-income 
communities. During the dry months (January-May) of 1990, for instance, 
water levels in dams dropped below critical levels owing to drought and the 
effects of deforestation. This resulted in the curtailment of water supply, with 
low-income households suffering the most. Moreover, hydro-electricity gener- 
ating plants were rendered virtually inoperative. With the breakdown of other 
old power plants, Luzon (including Metro Manila) experienced probably the 
worst electric power shortage in the past two decades. The situation in the 
Philippines appears to be one clear warning that the current pattern of eco- 
nomic-demographic growth and of human settlements with little regard to 
environmental considerations is simply unsustainable. 

In Indonesia, according to the intercensal population survey, only one 
third of the urban population had access to piped water supply for drinking and 
only 20 per cent had access to piped water for bathing and washing.” This was 
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an improvement over the situation in 1980 when only 26 per cent had the 
benefit of piped water for drinking and 15 per cent for bathing and washing. It 
is not surprising that the government's earlier target of supplying piped water 
to 75 per cent of urban population by 1990 has not been reached. 

Given faster economic growth and higher per capita income, the propor- 
tion of population having access to safe water is higher in Malaysia and more 
recently also in Thailand. Latest data indicate that 70 per cent of the total 
population in Thailand and 83 per cent in Malaysia have access to safe water.?$ 
In Bangkok, however, because of the heavy exploitation of groundwater, large 
segments of the city near sea level are sinking by five to ten centimeters 
annually.?? 

In regard to sanitation, 67 per cent of households in the Philippines have 
sanitary toilet facilities, 17 per cent have toilet facilities considered unsanitary 
and 16 per cent have no such facilities.28 In Metro Manila the proportion of 
households with toilet facilities is higher, but the majority of households are 
not connected to the Manila central sewerage system and have to utilize 
individual or community septic tanks. 

In Indonesia between 1980 and 1985 there has been some progress in 
sanitation. While in 1980, 46 per cent of urban households had private toilet 
facilities, in 1985 this proportion had risen to 55 per cent; similarly, those with 
septic tanks rose from 29 per cent in 1980 to 38 per cent in 1985.2? However, 
the proportion of urban households with access to shared or public toilet faci- 
lities declined from 54 per cent to 45 per cent during the five-year period owing 
to rapid urbanization. It is estimated that between 75 and 95 per cent of all 
water-borne pollution in Indonesian cities is generated by untreated human 
waste.?0 

Solid waste management is another pressure point. Inadequacies in gar- 
bage collection and disposal are becoming more visible in urban centers of 
Southeast Asia. In Jakarta, for example, only 25 per cent of garbage is col- 
lected. Daily average waste disposal rates are estimated to be about 0.50 kg per 
person in Manila and 0.60 kg per person in Jakarta.?! These compare with 0.87 
kg and 0.85 kg per person in Singapore and Hong Kong, respectively, and 1.80 
kg per person in New York City. In Kuala Lumpur and Bangkok, the waste 
generation rates are likely to be higher than in Manila or Jakarta because of 
higher income levels. However, the capability for solid waste management may 
be greater in these cities owing to their higher fiscal capacities and lower 
proportions of low-income households. 


26. Asian Development Bank, “Basic Facts of DMCs of ADB” (Manila, 1990). 
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Solid waste management is normally administered by local governments. 
Garbage is often collected by government or private contractors and transpor- 
ted to dumpsites which attract squatter settlements. In communities without 
collection services, garbage is burnt or simply dumped beside streets or in the 
open, resulting in pollution and health hazards, clogging of drainage systems 
and flooding during the monsoon months. Improper garbage dumping has 
become a common practice in Metro Manila because of low budgets for garbage 
collection and high poverty incidence. In Bangkok water pollution in the klongs 
and in the Chao Phaya river emanating from sewerage and garbage disposal 
andindustrial wastes is even more serious than air pollution which tends to be 
swept by the monsoons and the land-sea breeze.?? Similarly, water quality in 
Manila'sPasigriverand nearby Laguna de Bay hasrapidly deteriorated. 

Scavenging is a common activity among the poor. For example, in Bang- 
kok up to 40 per cent of a collection crew's time is spent sorting and retrieving 
items such as bottles, cans, plastics, paper and metal sheets as a sideline 
income-generating activity.33 Similarly, in Manila an additional person accom- 
panies a collection crew to help in scavenging. Income from recycled materials 
can be substantial relative to a garbage worker's formal wage. Recycling of 
garbage has been encouraged by governments and non-governmental organi- 
zations, but this activity has remained largely unsystematic. There may be 
room for increasing recycling efficiency that would result in greater benefits to 
the poor. This is an area worth looking into for responsible government agen- 
cies and non-governmental organizations. 

Another basic urban service in Southeast Asian cities that has been 
showing clear signs of strain on account of rapid urban population growth, 
industrialization and commercialization is transportation. The availability of 
transport infrastructure and services has almost always lagged behind de- 
mand. The cumulative gap between supply and demand has resulted in heavier 
traffic congestion, longer average travel time, and deteriorating service qual- 
ity. Often, the negative impact of an overall transport crisis is greater on the 
poor than on the more affluent segments of the population, as can be witnessed 
in Metro Manila. 

Air pollution levels have increased as the average age of both public and 
private conveyances tends to be overextended and proper maintenance be- 
comes more difficult. Manila's sulfur dioxide emissions are higher than those in 
New York, Los Angeles and Chicago, while its particulate levels exceed those in 
New York or Tokyo by 30-40 per cent. In Bangkok vehicle pollution has 
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reached a critical level, threatening the health of residents. Carbon monoxide 
has been measured at 32 micrograms per cubie meter (exceeding the 20 
micrograms critical level), and lead in the air is estimated at 6.2 micrograms 
per cubic meter (also in excess of the acceptable limit of 3 micrograms). A 1989 
survey by the People for Cleaner Air group and Siriraj Hospital found out that 
about 900,000 Bangkok residents suffered from respiratory illnesses, mostly 
owing to vehicle fumes. 

In Bangkok the number of private automobiles alone is reported to have 
increased by 66 per cent, and motorcycles by 190 per cent, during the 1976- 
1981 period.?5 In Manila the number of automobiles rose by as much as 170 per 
cent and in Jakarta by 28 per cent during the same period. Because of the 
recent economic growth acceleration in Thailand, the vehicle growth rate is 
likely to have risen much more dramatically. By contrast, there may have been 
a slowdown in the increase of vehicles in the Philippines, although the absolute 
volume appears to be staggering especially in relation to road space. A recent 
estimate for Indonesia puts the annual increase in the number of motor 
vehicles at 15 per cent, but this growth rate must have increased substantially 
more recently.26 

The obvious solution to the transport and traffic problems in Southeast 
Asian cities is the promotion of mass transit systems and some control over the 
ownership and use of private automobiles. Apart from being more advanta- 
geous to the poor, mass transit is less energy-intensive and less polluting on a 
per passenger basis, and thus more in keeping with a sustainable development 
strategy. Able traffic management can also contribute a great deal to easing 
congestion and the reduction of average travel time. Bus transport is the most 
common mode of mass transit in Southeast Asian cities where there has been a 
mix of publicly and privately provided bus services.?" Experience indicates that 
private provision is more effective, less costly to users and more profitable to 
operators than the public provision of bus service. In Jakarta, Bangkok and 
Manila, public bus corporations are in serious financial difficulties.?? 

An elevated light-rail mass transit (LRT) system started to operate in 
Manila in 1985. It has been heavily used as it runs through a high-density 
corridor. However, the system cost per passenger kilometer is much higher 
than the bus system. Although the light rail system was originally expected to 
break even in operating terms, without contributing to capital cost, the public 
authority in charge has found itself in financial difficulties as fares are hard to 
adjust upwards. At any rate, the government plans to construct two more 
phases of the system along high-density corridors. In the other Southeast 
Asian cities, there are as yet no similar rapid-rail transit systems, though plans 
are afoot in Bangkok. 


35. Yeung, op. cit. 

36. Asian Development Bank, "Indonesia Urban Sector Profile: An Update" (Manila, 1988). 
37. Linn, op. cit. 

38. Ibid. 


130 Asian Development Review 


Recently, old passenger trains passing through Manila have been reha- 
bilitated to transport commuters. Also, ferry boats through the Pasig river 
(that cuts across Metro Manila) have been put on stream to help alleviate the 
transport problem. However, the relief appears unremarkable as the metro- 
polis has grown more rapidly in recent years, in particular, due to in-migration 
from the provinces. More importantly, the number of automobiles has in- 
creased dramatically over the past two years (estimated at close to 150 per cent 
increase in 1989 alone)—partly a reflection of economic recovery—while road 
capacity has hardly increased. What seems called for, as mentioned above, is 
effective control over the ownership and use of private cars even as the avail- 
ability of public conveyances is expanded. Such a control can be effected by 
raising taxes and registration fees on private motor vehicles and taxes on 
gasoline. The low rate of private automobile ownership in the Republic of 
Korea, for example, is largely attributable to very high rates of automobile and 
gasoline taxation.9? Additional revenue could then be used to increase and 
improve road space, apart from making traffic management and motor vehicle 
emission control more effective. 


Environmental Policy 


Environmental concerns in Southeast Asia are not new. In the late 1960s 
there already was some discussion of environmental issues in connection with 
the population problem. However, as in other areas of concern, there has been a 
long lag in recognizing the environmental problem. Even today appreciation of 
the problem is still far from complete and widespread for two basic reasons. 
First, the environmental problem seems transcendent because its effects are 
largely subtle, intangible, and long-term in nature. Second, developing coun- 
tries have more pressing problems stich as external debt, trade, investment 
and poverty to attend to. Environmental concerns are therefore seen as second- 
ary, postponable, or a problem of affluent societies. 

Yet, in Southeast Asia environmental problems that were hardly under- 
stood in the 1960s and 1970s have become increasingly palpable in the 1980s in 
the wake of accelerating industrialization and urbanization. Water, air and 
noise pollution insidiously harm the health and productivity of urban resi- 
dents. In the countryside population growth and poverty exert pressure on 
natural resources, e.g., through fuelwood use and slash-and-burn cultivation, 
leading to deforestation and soil erosion. This is in addition to pressure from 
the requirements of the construction industry in cities besides exports, all of 
which entail the rapid exploitation of forests at the same time that reforesta- 
tion efforts are slow. The fast thinning of forest cover in Southeast Asian 
countries exemplifies the cumulative environmental decay, contributing as 
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well to global warming.*® Apart from deforestation and soil erosion, other 
critica] problems are shifting natural water systems through conversion of 
mangrove swamps to fishponds, destruction of coral reefs, and depletion of 
nearshore fisheries through overfishing and destructive fishing techniques. 

A recent U.N. report has expressed alarm at the worsening of global 
warming. It concludes that worldwide temperatures will rise two degrees in 35 
years and more than six degrees by the year 2100, unless effective measures 
are taken to deal with global warming. It adds that this phenomenon would 
cause ocean waters to expand, resulting in rising sea levels by about eight 
inches in the year 2030. To this global problem Southeast Asia has surely 
contributed its share, and must contribute its share as well to a solution by, 
among others, putting an end to the destruction of forests and helping elimi- 
nate growth in carbon dioxide emissions over the next several years. The 
alternative would be disastrous to human settlements overall, especially in 
large urban centers already below sea level, such as large portions of Bangkok, 
Jakarta and Manila. 

Governments in Southeast Asia have enunciated their environmental 
policies. The goal of protecting the environment and conserving natural re- 
sources towards sustainable development is common to policies of the various 
countries. The importance given to this policy goal is exemplified by the 
establishment of ministries, departments, agencies or councils to deal with 
environmental matters. But despite these high-level environmental offices, the 
policy instruments to achieve environmental goals remain largely equivocal, 
incoherent and ineffective. This situation can be explained by insufficient 
appreciation of the problem, conflicts of interest among actors in both the 
public and private sectors, and powerful lobby groups. Misunderstanding, lack 
of foresight and selfish interests are commonly at the root of the lack of resolve 
in, or opposition to, the formulation and implementation of appropriate envi- 
ronmental policies. 

While economic growth, rapid industrialization and urbanization, popula- 
tion pressure, and poverty may be the proximate causes of environmental 
degradation, it needs to be pointed out that policy and market failures are 
frequently the underlying causes.*! A market failure is present in such cases as 
common-property or the open-access problem, externalities or spillover effects, 
lack of foresight, and irreversibility and uncertainty. A policy failure, on the 
other hand, occurs in cases of intervention in a well-functioning market, or 
attempts to mitigate market failures that lead to worse outcomes. Accordingly, 
an appropriate and effective environmental policy is one that sets strict envi- 





40. Recent reports indicate that most of the provinces in the Philippines have considerably less than 40 
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ronmental standards and integrates market-based incentives with necessary 
legislation. To the extent possible economic incentives should be relied on 
because they foster self-regulation, which is administratively far less costly, 
and environmental legislation should be designed to support rather than 
supplant market-based instruments. 

Closely related to environmental policies in Southeast Asia are popula- 
tion policies. When population policies were formulated in the late 1960s or 
early 1970s, little thought was given to the population-environment nexus as 
the concern then had to do primarily with speeding up economic growth. 
Nonetheless, because Indonesia and Thailand have relentlessly and effectively 
implemented their population policies, they seem to be currently in a better 
position vis-à-vis their environmental goals than the Philippines where, by 
comparison, population policy has largely been an unsustained process. 

Although the Philippines was among the first to adopt a population policy 
(in 1969/70) and had a good start in the first half of the 1970s, the government's 
resolve wavered, and implementation began to falter in the late 1970s with the 
changing leadership of the population program. Under the current administra- 
tion, the policy goal of keeping population growth under control so as not to 
wipe out economic gains has been officially enunciated, but the policy instru- 
ments are ill-defined and without sufficient force, owing to strong opposition 
from certain quarters (especially religious groups). Thus, the supply of family 
planning services remains inadequate in the face of demand that appears 
strong irrespective of religious affiliation, as shown by surveys. This implies 
the existence of a large unmet need for family planning services (including 
information and communication), especially among low-income groups. 

Meanwhile, Malaysia appears to have shifted to a pronatalist population 
policy in the early 1980s. But this has been interpreted by observers as a policy 
which seeks to increase the importance of Malays in society and in nation- 
building. Moreover, Malaysia has the smallest population (about 18 million) 
among the four Southeast Asian countries and the lowest population-resource 
ratio. Overall population densities are 200 persons per sq km for the Philip- 
pines, 108 for Thailand, 94 for Indonesia, and 53 for Malaysia. - 

Even less well-defined than environmental policy is a human settlements 
policy (spatial or urbanization policy) in Southeast Asian countries. One of the 
main problems is that it would have to be an overarching policy in the sense 
that, to be meaningful and effective, it would have to touch on virtually all 
aspects of economic and social life. This is necessitated by the very concept of 
human settlements as “not simply housing or, for that matter, merely the 
physical structure of a city, town, or village but an integrated combination of all 
human activity processes—residence, work, education, health, culture, leisure, 


etc.—and the physical structure that supports them". £ 
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Hence, a human settlements policy would require policy instruments 
from virtually all government ministries or departments. If that were possible, 
the benefits to the environment of well-planned human settlements would 
undoubtedly be substantial. A ministry of human settlements was established 
in the Philippines in the early 1970s. However, there was no functional human 
settlements policy as such but at best fragments of a policy. With a human 
settlements ministry, it cannot be said that the Philippines has had a better 
human settlements system than other countries without such a ministry. 

Indonesia, Malaysia and Thailand have also had elements of a human 
settlements policy. For instance, Indonesia has had its transmigration pro- 
gram which has been of only limited success in relation to the costs of the 
program; Malaysia, however, appears to have had more success with its FELDA 
schemes, as mentioned earlier. Thailand's effort to redirect industrialization 
away from Bangkok by developing the eastern seaboard has also been of 
limited effectiveness. Similarly, in the Philippines the results of an industrial 
dispersal policy have been rather disappointing. 

In most of Southeast Asia, there have been public housing programs 
addressed to the residential needs of the poor in cities. These programs have 
included the relocation of squatters and slum dwellers to new sites, the con- 
struction of low-cost housing units to be sold or rented at subsidized rates, and 
the improvement of sites and services. The relocation approach has often been 
a failure as the people tend to drift back to areas from where they have been 
removed, unless basic services and jobs are made available in the new sites. 
Subsidized low-cost housing has been financially untenable and quite limited 
in terms of accommodating the fast-growing numbers of poor people. In Hong 
Kong and Singapore public housing has been relatively successful as popula- 
tion growth has been kept under control and cost-recovery schemes have been 
effective.^^ Improvement of sites and services seems to be the more promising 
approach although it requires substantial financial resources and organiza- 
tional skills, which are frequently in short supply in developing countries. 

The relative success of the sites-and-services approach and failure of the 
public provision of low-cost housing suggest that an “enabling” approach is 
preferable to a “state-housing” approach. Given the public sector's constraints 
in terms of both financial resources and organizational expertise, non-govern- 
mental organizations, in addition to community organizations, need to be 
harnessed in addressing the human settlements problem of the poor. While 
cooperation between the public sector and private (including non-profit) agen- 
cies has been happening in Southeast Asia, experience shows that there is 
ample scope for increasing private efforts if government agencies only use 
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greater imagination and entrepreneurial drive. At the minimum, the govern- 
ment should give appropriate and clear signals and encouragement instead of 
stifling private initiatives through bureaucratic procedures. By and large, 
programs of non-governmental organizations and community organizations 
have been more successful than government-directed programs. 


Concluding Remarks 


The late 1980s was noteworthy for Southeast Asia in that it became the 
fastest growing subregion in the world, surpassing for the first time the eco- 
nomic growth of the newly industrializing economies, viz., Hong Kong; Repub- 
lic of Korea; Singapore; and Taipei, China. Rapid economic growth, however, is 
taking a heavy toll on the environment. The levels of air, water and noise 
pollution are evidently on the rise, especially in Bangkok, Manila and Jakarta. 
The forests in all four countries are disappearing, probably at a faster rate than 
those of the Amazon, according to some estimates. Cyanide and dynamite 
fishing is becoming a common practice, especially in countries beset by poverty, 
unemployment and population pressure. However, while rapid indus- 
trialization and urbanization, population growth, and poverty are the more 
visible proximate causes of environmental degradation, policy and market 
failures are more often than not the root causes. Environmental policy must 
take into account both proximate and underlying causes of environmental 
problems. 

The fast growth of economic activity and of population continues to be 
concentrated in the metropolitan capitals and a few other large cities in 
Southeast Asia. This has been the consequence of economic and social policies 
that have implicitly favored large cities at the expense of agricultural areas 
and small provincial cities, implying as well that explicit spatial distribution 
policies have been largely ineffective. But, while large cities in Southeast Asia 
may continue to be economically efficient, they have become major contributors 
to the "greenhouse effect". Without important reforms in urban human settle- 
ments, their long-term environmental sustainability appears to be question- 
able. What seems called for is a dual strategy comprising: (1) effective urban 
management policy measures to enhance the livability of large cities and stem 
their environmental degradation; and (ii) an earnest policy to foster the devel- 
opment and attractiveness of secondary and small cities. 

Studies show that the availability of (or access to) infrastructure (power, 
transport, communications and water supply) and social services (education 
and health) exerts strong influence on the location of economic activity and 


45. Not only are forests disappearing in Thailand but also the cutting of trees by loggers is reported to 
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Aspects of Urbanization and the Environment in Southeast Asia 135 


population.46 By contrast, direct intervention measures such as fiscal or finan- 
cial incentives (subsidies and credit) or disincentives (bans, penalties and 
taxes) are often ineffective and very costly. Even the establishment of indus- 
trial estates in isolated places has generally not been very successful in spawn- 
ing the growth of industries. Inasmuch as the critical determinants of location 
are the so-called public goods and merit goods, effecting a more sustainable 
spatial distribution seems well within the scope of government policy, and 
what is needed, as in other areas of concern, is political will and commitment. 
The critical issue is no longer just spatial balance per se but environmental 
redress and sustainable urbanization. 

It is also argued that structural economic change need not be accompa- 
nied or followed by urbanization (as traditionally understood). “The earlier 
analysis of the relationship between urbanization and changing employment 
structure suggests that the decline in agriculture’s share does not have to be 
followed by an equivalent increase in urbanization... The off-farm employment 
may involve a more diversified range of work opportunities at the village level 
or in nearby rural areas, or it may involve the possibility of moving to urban 
areas on a daily ‘commuting’ basis or in a regular pattern of temporary migra- 
tion". These possibilities suggest “that there is considerable scope for policy to 
influence their (rural-based workers’) options: whether to seek other income- 
earning opportunities close to home, whether to establish a foothold in the 
urban employment market, or whether to migrate to the town. Policy can, 
therefore, determine to some extent the effect of structural economic change on 
urbanization".4? 

In Southeast Asia sustainable development appears to be most problem- 
atic in the Philippines with sluggish economic growth, rapid population growth, 
high population-resource ratio, and high poverty incidence and unemployment 
rate. Compounding these difficulties is its onerous debt burden. By contrast, 
sustainable development seems to be least problematic-in Malaysia with the 
highest per capita income, buoyant economic performance, low poverty inci- 
dence and unemployment rate, and low population-resource ratio. Indonesia 
and Thailand fall between these extremes, with Indonesia probably better-off 
in the long run owing to its more favorable population-resource ratio. 

A strategy for urbanization and sustainable development should include 
at least four policy components. The first is economic policy that is conducive to 
labor-intensive growth and is neutral with respect to spatial development (i.e., 
not biased in favor of large cities). The second is social policy concerned with 
the provision of essential social services such as education, health and family 





46. See, for example, P.M. Townroe, Location Factors in the Decentralization of Industry: A Survey of 
Metropolitan Sao Paulo, Brazil, Staff Working Paper, no. 517 (Washington, D.C.: World Bank, 1983); and 
Herrin and Pernia, op. cit. 
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planning, especially for the poor. The third is urban management policy that 
deals with such problems as transport, water and sanitation, and housing—all 
key ingredients for the amelioration of human settlements especially in big 
cities. 

While economic growth is necessary for development, it is not sufficient to 
guarantee the availability of basic social services and physical infrastructure, 
especially to low-income households. Experience shows that the benefits of 
growth have often been inequitably distributed, and that increases in GDP are 
not always accompanied by improved public services. This is why the second 
and third policy components are as important as the first. Still, a fourth 
component—an environmental policy—is required for promoting sustainable 
development. 

The four policy components are all equally essential for simultaneously 
fostering sustained economic growth, poverty alleviation, improved quality of 
life, and *enhancing both current and future potential to meet human needs 
and aspirations”.*® Although some specifics of each policy component may 
conflict with those of another, each policy taken in its entirety need not be 
inconsistent with the other if achievement does not refer to only one goal but 
many. It is the responsibility of national leadership to ensure that all these 
policies work harmoniously towards multiple economic and social objectives, 
including sustainable development. 


48. World Commission on Environment and Development, op. cit., p. 46. 


Institution Building for Development: 


Lessons Learned and Tasks Ahead 
C. Narayanasuwami* 


tis now widely recognized that the availability of physical, technical and 

financial resources is not a sufficient condition for successful socio- 

economic development. The strengths and weaknesses of institutions 

as well as behavioral factors play a significant role in determining the 
nature and pace of the development process. The link between project perfor- 
mance and institutional development has been increasingly evident in develop- 
ment projects financed solely by national governments or with assistance from 
bilateral and multilateral agencies. It has been generally noted that many 
failures in development projects are not only due to production or technological 
inadequacies but also to institutional deficiencies, Jargely because self-sustain- 
ing capacity to implement projects is not given due emphasis at the time of 
project formulation.! Studies of rural development in Asia have confirmed that 
inadequacies in the institutional framework have hindered the effective imple- 
mentation of rural development programs.? 

This article attempts to assess the experience in institution building and 
its importance and contribution to the successful performance of development 
projects. It draws extensively from the literature and analytical case studies 
undertaken in developing Asia and Africa. Most of this literature relates to 
projects assisted by multilateral institutions.? The article first deals with 
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conceptual issues in determining the approach, assessment and analysis for 
institutional reform. It then discusses the organizational and management 
requirements for development, the need for performance evaluation systems 
and the constraints on institution building. Finally, it outlines some of the 
aspects that need to be stressed for strengthening institution building efforts in 
the future. 


Definition and Types of Institutions 


The word “institution” denotes a variety of meanings depending on the 
perception of the user and the context in which it is used. It refers to a wide 
spectrum of formal and informal human groups, behavioral patterns, social, 
legal and administrative systems, and established practices in social, political 
and economic activity that have an important bearing on the success of projects.* 
In view of the complex nature of institutions which includes “process”, 
“behavioral” and “ideological” aspects, it has been difficult to quantify them or 
label them appropriately. Traditionally, institutions have been classified as 
religious, civic, political, economic and social. The efficacy of political institu- 
tions, for example, determines the level of maturity and success of 
macroeconomic management. Similarly, social and economic institutions gov- 
ern the framework under which development takes place. Basically, these 
institutions are either formal or informal and deal with legal or customary 
systems and practices. 

Institutional aspects, in the context of agricultural development, cover 
broad areas such as land tenure, credit, extension, training, marketing, pricing 
policy, farmers' organizations, irrigation and management. The impact of these 
institutions on productivity, employment and equity has to be ascertained for a 
proper assessment of the success or failure of development projects. The com- 
plexity of these institutions, however, makes it necessary for the proper under- 
standing of not only related technical factors but also the sociocultural and 
behavioral aspects of communities which are the main targets of development. 
For instance, an assessment of the success or failure of an agricultural credit 
component would be incomplete if it did not include an examination, among 
other things, of the sociocultural attitudes of communities towards debt repay- 
ment and their perception of the role of lending agencies. Similarly, the size 
and tenure of land determine the ability of water users to pay for water and 
maintenance of irrigation structures. 

Institution building has been defined as the “planning, structuring, and 
guidance of new or reconstituted organizations which (a) embody changes in 
values, functions and technologies; (b) establish, foster and protect new norma- 
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tive relationships and action patterns; and (c) obtain support and complemen- 
tarity in the environment"? Institution building, more specifically, is aimed at 
strengthening capabilities for planning, organizing, implementing, monitoring 
and evaluating development projects and programs sponsored by public, pri- 
vate or grassroots-level organizations. The major focus of this discussion is on 
the approaches and issues related to increasing the capability of development 
institutions to make effective use of available human, physical and financial 
resources. Institution building has increasingly become complex because of the 
lack of any consolidated theory or knowledge relating to organizational struc- 
tures, organizational design, program planning, budgeting, staff training and 
personnel and financial management as well as their interdependence and 
linkages. 

Experience over the past two decades confirms that sustainability of 
development projects has been affected by weak institutions and inadequate 
management capabilities. There is strong evidence that institutional and mana- 
gerial problems have had a pervasive impact on project implementation despite 
continuing efforts by multilateral and bilateral agencies to provide enhanced 
support to strengthening institutional capacities in developing countries. Gov- 
ernments seeking change have to start with existing institutions that have 
their own historical inertia and underlying political interests. The process of 
reform, therefore, involves negotiation and compromise, accepting “second best 
solutions" that are politically feasible.® 


Approach to Institutional Reforms. The approach to institutional 
reform has generally comprised a number of interrelated activities. The 
primary thrust has been to provide technical assistance aimed at improving 
institutional capabilities, particularly in project preparation, implementation 
and operation. Technical assistance could either be for engineering services 
related to the feasibility, design, supervision or installation of civil works or for 
institutional strengthening such as provision of consultant inputs, in-country 
and overseas training and other forms of training assistance. Participation in 
seminars, workshops and study tours and inputs provided by staff of aid 
agencies further contribute to improving capabilities. The design and imple- 
mentation of technical assistance require substantial knowledge and under- 
standing of the sociopolitical environment and administrative capacity of the 
recipient country as well as a firm commitment on the part of the country to 
accept behavioral changes, particularly when technical assistance is related to 
policy and direct operational support. Thus, it would appear that traditional 
organizational theories which focused on issues within the boundaries of a 
particular enterprise or organization are inappropriate to the modern concepts 
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of project management which should be concerned with the understanding of 
the sociocultural and technical environment and the interrelationships among 
several agencies involved jointly in working towards broader development 
objectives." 


Project-based Institutional Assessment. The strengths and 
weaknesses of the current approaches to institutional development have not 
yet been evaluated through comprehensive empirical studies. Some studies 
conducted by multilateral institutions, however, have attempted to identify the 
linkages between project performance and efficacy of institutional manage- 
ment. A strong executing agency was considered a major determinant of project 
performance and effectiveness of the organizational arrangements. The rela- 
tionship between the effectiveness of executing agencies and a number of 
variables such as the ability to mobilize financial resources, the ability to 
recruit, assign and maintain technical and managerial staff, the ability to plan 
and carry out operations, and the ability to diagnose and solve problems has 
been recognized. However, some of the more fundamental and broader issues of 
institution building have not been subjected to closer scrutiny. Major areas 
that have received little attention in tlie past comprise, among other things, the 
lack of discussion of the broader administrative framework and the macro- 
economic policy environment that conditions the pace and process of develop- 
ment, the organizational structure, staffing and leadership potential, planning 
and monitoring capabilities, the level and size of organizational controls, in- 
cluding delegation of authority and responsibility, the overall management of 
human and financial resources, and interinstitutional linkages. 

Available information on broader institutional issues is largely based on 
project-specific experiences. Despite considerable debate on whether projects 
are an adequate vehicle for development interventions, for lack of an effective 
alternative, projects continue to play a dominant role as investment channels 
although recent lending modalities adopted by multilateral institutions such as 
Structural adjustment and program or policy-based loans have opened up new 
opportunities for more intensive policy and institutional reforms. The experi- 
ence gained in the field of institutional reforms under these new lending 
modalities is, however, limited to draw any meaningful lessons. Projects as the 
“cutting edge of development"? as “privileged particles of the development 
process"? and as “building blocks of an investment plan"!? have therefore to be 
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considered in the context of the wider economy to understand the interrelation- 
Ships and the interface between the social and economic and the social and 
political structures of a society. 

Most failures of development projects were attributed generally to design 
or implementation shortcomings.!! A more sophisticated approach identifying 
separately the social, economic, environmental and institutional factors was 
rarely adopted. Post-evaluation experience of multilateral institutions tends to 
indicate that despite substantial investment of time, resources and efforts, 
institutional weaknesses continue to thwart development efforts. This article 
examines some of the pervasive trends and sets out to identify issues both in 
the context of the project cycle and broader development perspectives. 


A Case for Institutional Analysis at Project Design. Until recently 
organizational or institutional design did not form an integral part of develop- 
ment projects. A comprehensive institutional analysis was rarely undertaken 
either at the stage of feasibility study or at appraisal. This is in contrast with 
the detailed economic and technical analyses that precede appraisal. The 
emphasis is generally on the physical dimensions of development and no 
reference is made to power, property relations or income distribution.!? In 
order to understand the complex web of institutional relations that permeate 
the society in any country, a careful analysis and assessment of the political, 
cultural, social and administrative framework of the country should be under- 
taken during preappraisal or appraisal stages. It would not be possible to build 
up capabilities if there are conflicting interests and competing demands be- 
tween agencies and institutions. 

Institutional analysis at the stage of project design should focus on the 
priority areas that require intervention in order to enhance the capabilities of 
executing agencies and improve the overall organizational and administrative 
framework that is conducive to more effective implementation. The impact of 
internal factors such as the availability of qualified staff, leadership potential, 
salary and incentive support system, and flexibility of administrative struc- 
ture, including fund releases and the efficacy of the management information 
and monitoring systems, has to be assessed to determine the scope and nature 
of inputs required for improving project performance. In addition, the flow of 
authority, including the level of decentralization and delegation, the overall 
coordination mechanism and the managerial capacity of the institution con- 
cerned to sustain the operation of the project should be carefully studied at the 
stage of project formulation. The assessment of external factors such as the 
need for consultant inputs, the adequacy of existing training facilities as well 
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as the scope of local and overseas training required, including venues for 
fellowships, is considered a vital complementary process in the approach to- 
wards institutional analysis. 

Failure to undertake comprehensive institutional analysis at appraisal 
results in overdesigned projects as has been generally observed in people- 
centered or rural development projects. Overly complex designs result in cost 
and time overruns and reduced benefits. “Many designs were virtually im- 
possible to implement because they lacked proper incentives for participation 
and acceptance of project goals.. Those that did succeed usually did so because 
of the sensitivity, skills and intuition of experienced planners rather than 
careful social engineering."!? It is important that in beneficiary-oriented proj- 
ects, the design provides for a participatory approach to project preparation 
and implementation. 

A thorough institutional assessment prior to project formulation provides 
the basis for more decisive action to be taken. If necessary, appropriate techni- 
cal assistance should be provided to prepare the ground for a feasible project 
proposal. The relative lack of diagnostic studies could result in the discovery of 
serious institutional bottlenecks during implementation. The importance of 
understanding institutional parameters of project development during the 
formulation stage cannot therefore be'overemphasized. 

A review of appraisal documents of external aid agencies prepared in the 
1980s would reveal that the implementing guidelines generally did not provide 
for a comprehensive policy statement defining the institutional dimensions of 
project or program assistance. Country strategy studies, sector papers and 
economic reviews were less articulate on such aspects as the strengths and 
weaknesses of organizations, their capabilities to handle complex projects and 
the cultural and sociopolitical framework under which they operate. The major 
reason for the limited institutional analysis has to be found in the composition 
of appraisal missions, which invariably comprised economists, engineers and 
project specialists and rarely institutional development specialists, sociologists 
or human resource analysts. It would appear that inadequacy of staff special- 
ized in these areas, combined with the lack of appreciation of the importance 
of the human resource element, have hindered the development of a more 
structured approach to institutional assessment during project 
appraisal. 

The resources required for setting up an appropriate organizational and 
implementation mechanism should be carefully examined at the design stage. 
This would include an assessment of strategies necessary to secure effective 
participation of expatriate consultants in the achievement of project objectives 
as well as the operational initiatives required to secure interagency coordina- 
tion and more effective management of project finances. Successful projects 
have always exhibited a degree of sensitiveness to institutional factors. Experi- 
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ence demonstrates that these projects conformed to the macroeconomic policy 
environment, were consistent with the sociocultural values and ethos of the 
people, and were sensitive to the environmental concerns. More specifically, 
beneficiary participation was forthcoming, administrative capacity was ad- 
equate and interagency coordination was effective. 


Implementing Technical Assistance. Experience suggests that even if 
adequate institutional analysis was undertaken at appraisal, smooth project 
execution may not be feasible in a number of developing countries in view of the 
overall environment under which project entities operate. As institution build- 
ing is a long and arduous process, capabilities have to be strengthened gradu- 
ally through technical assistance and training. The approach should be to 
extend special technical assistance to a few agencies, strengthen capabilities 
and develop a long-term relationship that would contribute to more effective 
project execution. 

As indicated earlier, the usual instruments through which institutional 
capabilities are enhanced on a project-specific basis comprise consultant in- 
puts, fellowships and in-country training. Consultant inputs are aimed at 
transferring skills and technology to local counterparts in order that project 
entities have the benefit of trained personnel to take over from expatriates on 
project completion. Recruitment of consultants has often been delayed due to 
disagreements on choice of personnel or terms of reference or due to difficulties 
in finding appropriate counterpart staff. Inadequate commitment by the bor- 
rower or executing agency to enlist the services of expatriate staff has also 
contributed to avoidable delays in project execution and adverse consequences 
for the transfer of technology. On the other hand, technical assistance person- 
nel have often been inappropriate choices for cross-cultural learning situations 
and have failed to transfer the skills and knowledge to their counterparts 
largely because of sociocultural barriers to closer interaction with local person- 
nel. Sufficient flexibility should be built into project designs to replace ineffec- 
tive consultants during implementation. 

Recent post-evaluation experience of multilateral institutions suggests 
that consultants recruited as “advisors” are used as “performers” to expedite 
project execution. This role becomes inevitable where adequate counterpart 
support is not provided as originally envisaged because of shortage of qualified 
personnel. This role is particularly helpful when the objective is to carry out the 
required services in accordance with design specifications and within a given 
period of time and cost. But this may run counter to the development of 
indigenous capabilities. The training expectations which includes transfer of 
skills are rarely realized as "long-term advisors slip into the performance role 
which to many westerners is more satisfying".14 Project implementation could 
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be more effectively managed if the terms of reference of advisors are more 
specific and a clear demarcation of functions is available in regard to the work 
to be undertaken by the advisors as well as the training role they are expected 
to. perform to ensure that there is continuity of operations after advisors leave. 
In the overall analysis, the nature of projects as well as the stage of develop- 
ment of a country will determine the scope and content of work to be under- 
taken by consultants. The terms of reference should be clearly based on the 
capabilities in each country even though the ideal project specific role may be 
somewhat different. 


Organization and Management in Development 


Developing countries are under constant political.pressure to adopt 
investment programs that generally exceed their financial and managerial 
capacity. The desire to achieve higher levels of growth within a short span of 
time, as opposed to more than a century of slow but spectacular industrial 
advancement in the developed countries, has had unfortunate repercussions 
on the organization and management of development projects and programs. 
In many countries, the experience of the public sector, particularly invest- 
ments in state-owned enterprises, went beyond the administrative capacity of 
organizations and caused considerable inefficiencies in the use of human and 
capital resources. Similarly, management of people-centered integrated rural 
development programs and projects, including irrigation, water supply and 
energy projects, posited the need for diverse skills among managers who 
needed to experiment and ledrn on-the-job dealing with intricate human 
behavior patterns among cultures and localities. The multidimensional char- 
acter of projects and programs required the need for harnessing the support 
and cooperation of diverse governmental and parastatal organizations. Conse- 
quently, various organizational experiments were made to enlist the active 
cooperation and coordination of the different agencies towards achieving 
common goals. 


Coordinating Mechanisms. In projects and programs supported by 
multilateral institutions, project steering committees and/or project coordinat- 


_ ing committees have usually been established to achieve coordination of devel- 


opment efforts. Development literature suggests that over 90 per cent of © 
projects which had either of these organizational mechanisms built into the 
management structure, failed to achieve any meaningful success in coordinat- 
ing the delivery of project outputs. A lack of commitment from senior staff 
entrusted with more onerous functions in their respective ministries or depart- 
ments and the limited appreciation of the need to review and monitor progress 
of projects regularly appear to have seriously constrained the effectiveness of 
these arrangements. It would be more appropriate to provide coordinating 
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committees at the project level with built-in provisions for periodic monitoring 
: by the institutions and the aid agencies. Provision should be made for 
interministerial or interdepartmental conflicts at the project level to be re- 
solved through negotiations and discussion at the ministerial level. Coordina- 
tion becomes less of a problem if adequate measures are taken at inception by 
appointing dynamic project managers who command respect and elicit satisfac- 
tory responses from cooperating departments and agencies. 

Coordination becomes generally necessary in most developing countries 
largely because decisions are overcentralized and there is little tendency to 
decentralize. Decentralization is conventionally defined as: (i) deconcentration 
— transferring resources and decision making from headquarters to other 
branches of central government; (ii) devolution—to autonomous units of gov- 
ernment such as local governments; and (iii) delegation—to organizations 
outside the bureaucratic structures such as public corporations and regional 
development authorities.!? The more common forms of decentralization are 
deconcentration and delegation. Devolution has not been a favored form of 
decentralization largely due to political factors. Decentralization efforts have 
been given lukewarm support because of the propensity of political authorities 
not to part with financial and organizational powers. The lack of trained senior 
managers at provincial and regional levels is also given as an explanation for 
failure to decentralize decision making. While scarcity of trained senior man- 
agers is a common problem in most developing countries, the need to ensure 
the judicious use of senior staff at the central level should be a compelling 
factor for selective decentralization so that routine administrative decisions 
which are time-consuming are passed on to the regions. This would permit 
more experienced staff handling essential planning and budgetary functions to 
be retained at the central level and junior staff transferred to the regions to 
handle development tasks that are less demanding. Unless there is political 
commitment to devolve responsibility and authority to the regional and local 
bodies and steps are taken to decentralize financial and institutional controls, 
the need for establishing coordinating mechanisms will continue although 
their effectiveness has generally been below expectations. It would be neces- 
sary to develop appropriate strategies that would contribute to greater success 
of these arrangements. In the alternative, the need for coordination should be 
minimized by simplifying program design; the number of program components 
could be reduced and more effective institutional support could be provided to 
. enhance staff capabilities. 


Project Management Units. Another institutional mechanism set up 
to help implement donor-assisted projects is the project management or imple- 
mentation unit. These units are intended to circumvent the weaknesses of 
executing agencies and are specially staffed to expedite project or program 
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execution. Project management units have, in many instances, served as useful 
channels for developing and demonstrating new technologies. Though the 
units do not operate as neutral enclaves, they have had positive demonstration 
effects as evident in the establishment of systems and procedures for procure- 
ment of equipment, recruitment and management of consultants, and monitor- 
ing of project activities. The units also pave the way for the essential integra- 
tion of systems and procedures into the institutional framework of executing 
agencies. 

While a few of these units have either been absorbed by the executing 
agencies or integrated into their institutional framework, many have been 
disbanded and the staff either revert to their original positions in the agencies 
or look for greener pastures. In countries with weak institutions, such units 
provide better implementation capacity, but usually they do not provide a 
sound basis for institutional development and for continuing project activities 
after donors’ disbursements are completed.!® Invariably, the staff who ben- 
efited from training by expatriates or fellowships supported under projects and 
having enjoyed better salaries and fringe benefits are reluctant to return to 
their agencies. The trained staff either join the private sector or more prestig- 
ious institutions, depriving their parent agencies of the benefits of technology 
transfer. 

Overall, project management or implementation units have had both 
positive and negative impacts. The negative impacts arise from the failure of 
these units to be integrated into the larger institutional framework of agen- 
cies. The tendency to simplify project implementation by establishing such 
units at the expense of long-term solutions should be discouraged. This may 
lead to bureaucratic proliferation that complicates the task of managing 
budgets and planning investment.!" More durable institutional improvements 
such as training of staff and enhanced salary and incentive support would be 
more conducive to achieving long-range investment objectives. Simpler project 
designs and greater commitment to improving staff capabilities before project 
implementation should reduce the temptation to establish such enclave 
arrangements. i 


Staff Development and Leadership. Institutional development has 
been impeded by shortages of trained staff, including competent middle-level 
managers who could provide the right leadership to manage development 
projects. The available key staff are often burdened with multiple assignments 
and are denied the opportunity to provide the required focus and direction for 
project and program implementation. Integrated development projects gener- 
ally suffer from acute staffing constraints as some of them are so large or 
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complex that they require an exceptional level of management. The designers 
of complex projects do not examine thoroughly the capacities of each agency to 
implement complex components. Examples of failed projects supported by aid 
agencies for lack of staff capacity, commitment and leadership are numerous to 
be amplified here. Programs dependent on key individuals had collapsed when 
they left and no equivalent replacements were found. This raises the question 
of leadership and the importance of formulating appropriate policies and proce- 
dures for attracting and retaining staff in developing countries. The develop- 
ment of leadership potential among key staff in agencies as well as fostering 
teamwork should be given priority attention through long-range institutional 
development programs supported under technical assistance. 

The most important element in institution building is leadership because 
change processes require intensive, skillful and highly committed management 
both of internal and of environmental relationships.!? Managing uncertainty is 
part of the process of leadership and this requires immense skills and capacity 
for organizational learning. Several case studies have proven that leadership 
plays a crucial role in the success of projects.!9 “Leadership is many things. It is 
meticulously shifting the attention of the institution through the mundane 
language of management systems. It is altering agenda so that new priorities 
get enough attention. It is being visible when things are going awry and 
invisible when they are working well. It is building a loyal team at the top that 
speaks more or less with one voice. It is listening carefully—much of the time, 
frequently speaking with encouragement and reinforcing words with believ- 
able action.”2° Leadership does not refer to mere exercise of power but of 
motivating, mobilizing and transforming a group of individuals engaged in a 
common task to deliver effectively and efficiently the overall output expected of 
the agency or unit. Project completion reports and audits of completed projects 
undertaken by multilateral institutions have documented the success and 
failure stories of projects that have benefited or suffered from competent or 
incompetent leadership. Similarly, the success stories of big private corpora- 
tions in the developed world lend support to the spectacular achievements of 
leaders who were able to work within the framework of approved budgets and 
staff and yet motivate staff towards achievement of higher goals. 

Leadership by itself would not be adequate unless there is cooperation 
and teamwork among staff engaged in development activities. Rural develop- 
ment is a complex endeavor requiring participative styles of decision making. 
There is a growing consensus that genuine socioeconomic development cannot 
be achieved without an increasing participation of the beneficiaries in the 
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promotion and steering of the development process itself.?! The resolution of 
conflicts among the participating groups requires understanding of team 
behavior and greater rapport and empathy. Sound interpersonal relationships 
need to be developed between team members along with the adoption of an 
egalitarian and democratic management style that will elicit participation in 
decision making. The need to develop team concepts, tools and ways of working 
has not yet been adequately articulated among agencies entrusted with grass- 
roots-level development. There have, however, been isolated instances when 
this approach has been adopted successfully as in the Philippine communal 
irrigation program.7? | 

There is a continuing need to train staff in leadership and team building 
skills to ensure that staff entrusted with the task of project management 
understand the nuances of complex developmental initiatives and that the 
concepts and tools of sound management are effectively understood. In many 
countries, the improvement of planning and budgeting of development pro- 
grams implies strengthening the very foundations of governmental adminis- 
trative structures which entail investment in education and training, improve- 
ment in organizational structures and functions, and provision of technical 
assistance to facilitate speedy communications.?? 

Training, both project-related and in-service, has now been accorded 
priority to improve administrative capacities at both regional and national 
levels. Though project-related training of a technical nature has been sup- 
ported by multilateral institutions and through bilateral arrangements, in- 
service training has been arranged through local training institutions and on- 
the-job with the assistance of foreign consultants. There has, however, been 
limited contribution to management training, although some emphasis was 
given to training in planning, financial and budgetary aspects. Increasingly, 
developing countries are now recognizing the need for greater external and 
internal inputs for higher level management training to improve capacities for 
the implementation of programs and projects. : 


Monitoring. Improving communication skills is yet another area con- 
sidered important for project management. Obtaining accurate data and infor- 
mation on the implementation status is a necessary part of project and pro- 
gram communications. In the early years of a program, the main emphasis will 
be on the physical and financial progress and in the delivery of expected inputs 
to the recipients. The main sources for obtaining this data would be project or 
program records and monitoring reports. However, the systems adopted to 
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obtain information would vary, depending on the level of sophistication of 
management practices. The development of appropriate management informa- 
tion systems has generally been advocated for obtaining proper feedback on 
project or program implementation. The goal is to make the data collection as 
objective as possible and to ensure, above all, that the means exist for fast 
collation, summarization and presentation of the information to decision mak- 
ers.24 Inadequate perception and understanding of the conceptual aspects, 
however, have led to the collection of excessive and often irrelevant data which 
were hardly analyzed for lack of capability among development institutions. 
Experience, therefore, suggests that limited success was achieved in establish- 
ing management information systems for lack of commitment, interest and 
continuity in pursuing data collection efforts. 

There has been a spurt of activity in the last decade to upgrade and 
develop capabilities in the developing countries to formulate and implement 
monitoring systems that serve a dual function: the provision of basic data 
necessary to establish progress control during implementation and, more im- 
portantly, the collection of detailed information on benefits and outputs re- 
quired for assessing long-term impact. The objective has been to support the 
establishment of project benefit and monitoring systems that would in the long 
run help assess project impact and benefits and provide valuable data for 
improving the future design of projects. Despite consultant support provided 
under various projects to set up management information and monitoring 
systems, success has generally been limited to strengthening capabilities in 
measuring financial and physical inputs and outputs rather than overall im- 
plementation effectiveness. The failure to achieve durable success in establish- 
ing monitoring systems has to be traced to the inadequate provision of re- 
sources to train staff in the collection, processing and analysis of data. There is 
also a need to separate the monitoring function from evaluation in countries 
which have had difficulties in understanding the underlying concepts and 
practices of evaluation. External assistance is required to install systems and 
procedures to implement management information systems and train staff in 
operationalizing the systems to ensure the effective monitoring of development 
projects and programs. 


Evaluation 


The importance of evaluation, more particularly performance evaluation, 
as a management tool has received recognition and wider acceptance only 
recently. Though monitoring and evaluation functions are related, there are 
distinct differences in their application to management of development pro- 
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grams. While monitoring is an internal project activity and an essential part of 
good management practice, evaluation assesses the overall project effects and 
their impact and draws on data generated by monitoring systems to explain the 
trends in effects and impact.2? The scope and nature of monitoring will not 
necessarily be the same as that of performance evaluation where a more 
rigorous approach would be pursued and the results fed into new projects to 
improve performance. The evaluation process identifies broader policy issues 
and lessons for the future and helps governments and aid agencies to learn 
from lessons of experience and redirect their focus and initiatives on those 
programs and projects that have greater developmental impact and 
sustainability. In general, however, the types and forms of evaluation struc- 
tures that evolved in developing countries are embryonic and differ to some 
extent in their methods of operation.?6 

Evaluation systems in developing countries suffer from inadequate in- 
formation and data collection mechanisms and paucity of relevant skills and 
capacity for data analysis and interpretation. Competing priorities, weak ad- 
ministrative systems, including poor systems for gathering, processing and 
diffusion of data, have made meaningful evaluation difficult in most coun- 
tries.2’ On the other hand, post-evaluation is considered less important be- 
cause of the more elaborate scope and cost involved and the time-lag between 
the end of the activity and the evaluation and feedback of findings. There is a 
need to recognize the beneficial impact of ongoing, including mid-term evalua- 
tion and post-project evaluation, particularly for improving implementation 
and measurement of the impact, effectiveness and relevance to development 
goals. As evaluation evolved largely in the Western tradition, *its successful 
adoption in the organizational cultures of other bureaucracies must entail a 
process of interaction with their traditions".?8 

The increasing trend to plan evaluation as part of the design of projects 
and programs and the-provision of financial support towards this end have 
helped generate some awareness although it is often considered as an activity 
solely of interest to external aid agencies. The active promotion of project 
benefit monitoring and evaluation as an integral management tool in the 
recent past has further contributed to increased awareness among institutions 
although some countries perceive evaluation as an instrument for aid agencies 
to find fault or interfere in their internal affairs. On the other hand, the lack of 
more serious commitment among developing countries arises, among others, 
from inadequate capabilities which are now being appropriately remedied 
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through consultant services and training inputs. Institution building in the 
long run would depend substantially on increased technical assistance and 
training support. 

External aid agencies have a significant role to play in providing techni- 
cal and organizational support for training staff in the collection, analysis and 
interpretation of statistical data and in identifying indicators for the measure- 
ment of benefits and impact. The usefulness of collecting benchmark data for 
assessment of impact as well as the setting up of appropriate mechanisms for 
undertaking in-house evaluations during and after project and program imple- 
mentation should be appropriately articulated. The benefits would be better 
appreciated if evaluation becomes a participatory endeavor wherein the devel- 
oping countries play an important role in the preparation of the evaluation 
design and its implementation along with the aid agencies. In particular, 
central government decision makers should participate as members of evalua- 
tion teams and discuss the project achievements, constraints and impacts with 
beneficiaries. By making evaluation an integral part of planning and an impor- 
tant management tool, countries may be encouraged to achieve even higher 
levels of development. 


Constraints on Institutional Development 


Institution-building objectives have often been diffused and less clear in 
project designs than economic, financial or technical priorities. À major weak- 
ness is the dominance of a project-bound or loan-related discipline in which 
measures for institutional strengthening are often added to a project rather 
than being intrinsically part of its justification and design. A long-range per- 
spective plan for improving institutional capabilities should be prepared when 
it is apparent that follow-on projects are likely to be supported under multilat- 
eral assistance. The emphasis should be on the phasing and coordination of 
technical assistance, including advisory services, on a planned basis rather 
than resort to ad hoc interventions. The need to resolve conflicts between 
production or investment-oriented and institution-bound objectives is not ad- 
equately appreciated during project design. There should be some trade-off 
between long-term institution-building objectives and short-term achievement 
of physical objectives of projects. 

Highly centralized institutional and managerial functions should be 
addressed incrementally, after progress has been made at the operating levels, 
where problems are less political, less intractable and more susceptible to 
beneficial influences. A sectoral approach which would entail improving the 
effectiveness of individual agencies, while simultaneously taking account of the 
policy environment that conditions their performance and strongly influences 
the outcome of the projects they prepare and implement, would facilitate a 
coordinated approach to institutional strengthening. With a sectoral perspec- 


152 Asian Development Review 


tive, a series of projects that provide well-orchéstrated and mutually reinforc- 
ing measures involving other than project-specific entities and functions could 
be developed. ` . 

A sectorwide approach should be conceived in the context of a five-year to 
ten-year period. It would also require intensive planning and staff inputs, 
country and agency commitment, as well as a clear understanding of the 
various policy options open to the parties affected by the institutional strength- 
ening program. The role of expatriate staff would be crucial in ensuring that . 
necessary conceptual support as well as appropriate expertise is provided to 
the borrowers to improve procedures and systems. They should, however, be 
familiar with the existing management systems and be able to diagnose insti- 
tutional problems, negotiate acceptance of needed innovations and help admin- 
ister projects within the parameters of sectoral needs and policies. 

Another constraint on institution building is the relative inexperience of 
expatriate and local staff to conduct in-depth assessment of institutional is- 
sues. Project-related institutional concerns are often dealt with by staff. who 
are either engineers, financial analysts, project specialists or economists who 
may be specialists in their own fields and capable of handling technical, 
financial and economic issues but lack the expertise and experience in adminis- 
tration, staffing, training, organizational structure, monitoring systems and 
procedures, and overall management concepts and practices. It is important 
that greater attention is given to improving the quality and number of staff 
capable of undertaking and supervising in-depth institutional analysis. There 
is a need for providing staff qualified in sociology, rural institutions and public 
administration as well as for training in these disciplines. 

The limited success observed in technology transfer is attributed to a 
variety of factors such as inappropriate choice of consultants, inadequate 
counterpart support, and limited borrower commitment to implement systems 
and procedures that.do not. appear to be politically or administratively accept- 
able. In selecting consultants, apart from technical expertise, their suitability 
in terms of developing country experience and ability to interact with local 
counterparts and to the local sociocultural setting should be carefully assessed. 
This would help ensure that the recommendations of the consultants are 
compatible with the broader institutional framework of the country. It is also 
important that a satisfactory mechanism is developed to monitor and evaluate 
the performance of consultants during implementation. The manuals, outputs 
and recommendations of consultants should be field-tested before conclusion of 
their contracts, to ensure their relevance and effectiveness. 

Analytical documents of external aid agencies such as country economic 
reports, sector studies, strategy studies and country programming reports, 
generally deal extensively with economic and sector issues but are less analyti- 
cal when describing institutional concerns. Discussions on institutional aspects: 
are generally restricted to broad assessments of the institutional framework 
with limited analysis on managerial capabilities, organizational structure and 
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staffing, and training requirements. Economic reports need to emphasize the 
institutional implications of economic strategies while sector studies should 
propose long-term strategies for improving sectoral institutions. The linkages 
between institutional strengthening activities and eco-nomic and sector work 
need to be more explicitly discussed in order that the interrelationships are 
appropriately understood. 

One of the more frequent causes for poor project management has been 
the lack of flexibility in project design. Flexibility is crucial for project manage- 
ment in view of the need to modify and adopt strategies consistent with the 
emerging needs of project implementation. The blueprint model used by most 
development agencies which prescribes in detail the required inputs and out- 
puts leaves little capability for adaptation during the implementation stage.?? 
Flexibility in project design should provide for the involvement of prospective 
beneficiaries at all stages of the project cycle, and the implementation strategy 
should be based on feedback from the project participants.°° Projects are more 
likely to succeed when flexible designs permit a phased approach to the imple- 
mentation of the varied components, thereby allowing for a proper response to 
uncertainties in a timely and cost-effective manner. 

Project management should have fundamental commitments to organi- 
zational goals and operational targets. Requirements of project management 
vary according to the nature of the project; for instance, people-centered pro- 
grams are difficult to manage in view of the changing behavioral patterns 
among communities and cultures. There is a need for experimenting and 
learning rather than implementing known procedures as in the case of physical 
development.?! As long as there is a strong commitment among the project 
leadership to achieve operational targets and goals, innovative steps would be 
taken to resolve problems during implementation. As indicated earlier, the 
competence of project management would depend substantially on the quality 
of leadership. 

Institution building should not be considered a priority area of interven- 
tion only by the government. The role of non-governmental organizations in 
this regard should be recognized, particularly in developing participatory 
skills and in the decision-making processes affecting beneficiary-oriented 
projects. Local organizations can enhance participation by- providing benefici- 
aries a mechanism that they “own” and can support sustainability by becom- 
. ing an entity that can continue appropriate functions after. project comple- 
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tion.2? In essence, non-governmental organizations can serve as focal points 
for generating interest and enthusiasm in building local capabilities of rural 
institutions. 


Tasks Ahead 


Institution-building activities have expanded considerably in recent years 
and there is a growing awareness of the need to improve efforts to strengthen 
project-related capabilities in developing countries. While lessons from suc- 
cessful experiences are being appropriately integrated into the design of new 
projects and technical assistance programs, it is becoming increasingly evident 
that institution building is a long-term process and that there is a greater need 
to strengthen approaches to institutional design and implementation. In the 
long run, it is the people who are both the partners and beneficiaries in the 
process of development. Human resource development, therefore, should re- 
ceive more emphasis than hitherto. On the other hand, the institutional frame- 
work in developing countries should be suitably restructured to meet the 
growing demands of development. Each country should restructure its institu- 
tional framework to suit its circumstances, development strategies and policies 
for sustainable development. 

Institutional development efforts will be successful only if there is greater 
understanding, vision, tenacity and a strong political will to improve capabili- 
ties towards more"dynamic development goals. In the overall analysis, sus- 
tained national economic development, though influenced by uncertainties in 
the world economy, is a function of the domestic policy environment and the 
overall availability of managerial expertise. _ 

It would be. necessary for the external aid agencies to help develop 
systems and procedures as well as strategies for enhancing the pace and 
direction of institutional development. The design of projects, including techni- 
cal assistance programs, should provide for more thorough institutional analy- 
sis and a greater understanding of the macroeconomic policy environment and 
sociocultural systems. It is also important that a long-range perspective plan 
for institution building be prepared by aid agencies as an integral component of 
their country strategy. 

Institution-building efforts should reach beyond the boundaries of 
projects. A sectoral approach, where feasible, should be adopted. In a sectoral 
perspective, technical assistance operations that provide coordinated and mu- 
tually reinforcing measures involving entities and functions could be devel- 
oped. A careful evaluation of requirements for consultants during project 
preparation will help in the formulation of appropriate terms of reference for 
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improving and strengthening institutional and human resource capabilities. 
To ensure the transfer of technology, senior counterparts should be assigned on 
a full-time basis. It would equally be necessary to develop methodologies to 
assess the effectiveness of the performance of consultants in order that their 
contribution to institutional development could be suitably assessed during 
their tenure. 

The need for increased external assistance, including consultant and 
fellowship support for developing monitoring and evaluation capabilities at all 
levels, is crucial to enhance project performance and improve project designs. 
Technical support for improving project benefit monitoring and evaluation 
activities as well as for strengthening related organizations is becoming in- 
creasingly relevant. It would also be necessary to elicit participation at the 
local level through non-governnmental organizations to improve institutional 
capabilities. In conclusion, future efforts in strengthening institutional capa- 
bilities should build on existing experiences. However, there must be a politi- 
cal commitment to review the administrative framework in the macro- 
economic context for carrying out structural adjustments in response to emerg- 
ing development priorities. A greater awareness and better appreciation of 
sociocultural systems and practices of local communities and the formulation 
of long-term strategies are prerequisites in institution building for socio- 
economic development. 
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